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CONTRADICTION AND SOCIAL DYNAMICS IN THE CAPITALIST AGENCY 


RELATIONSHIP* 


PETER ARMSTRONG 
Department of Accounting, University of East Anglia 


Abstract 


Agency theorists appear to believe that they have the means to revolutionize the study of organizations and 
the role of accounting therein. If this is attempted by straightforwardly extending the existing paradigm of 
agency theory, however, the result will be nothing more than a particularly narrow-minded version of 
functional analysis, a paradigm which is already dominant in organizational analysis, sad whose theoretical 
shortcomings are well known. 

On the other hand, an analysis of the capitalist agency relationship in terms of social action holds out great 
promise for a radical theorization of the part played by accounting in systems of organizational control The 
problematic of a radical theory of this type differs considerably from that of the existing theory of agency. 
Where this latter is concerned with the specification of monitoring and incentive systems so as to achieve 
top-down control, the radical analysis proposed here focuses on the contradictions involved in attempts to 
achieve control through agency relationships within the capitalist social order. 

This paper represents an attempt to re-think the theory of agency for this purpose. In the process, 
revisions are proposed to its epistemology, theorization of social action and conceptualization of 
organization. It is also shown that a broader view needs to be taken of the means of control available to 
principals, with the social production of trust considered alongside monitoring and incentive schemes. The 
paper concludes with a preliminary analysis of some of the contradictions which result from the tensions 


between these two means of controL 


Throughout the 1980s, the appearance of 
numerous review articles has borne witness to 
the dominance of agency theory in economics 
and accounting research, particularly in the 
American academies (e.g. Demski & Kreps, 
1982; Baiman, 1982; Kelly, 1983; Rees, 1985; 
Arrow, 1985; Puxty, 1985; Hart & Holmstrom, 
1987 and Demski, 1988). It is likely that the near 
future will see an increasing number of attempts 
to extend this paradigm into the study of organi- 
zations, since, almost from the beginning, 
agency theorists have had designs in this direc- 
tion. In 1976, Jensen & Meckling wrote of the 
“promise of rich developments in the field.” By 
the mid-eighties Jensen (1983) had progressed 
to a belief that the “foundations were being pre- 
pared for a revolution in the science of organisa- 
tions," whilst Moe (1984) offered the opinion 


that agency theory held out the prospect of 
advances in the political study of public 
bureaucracies. By 1989, Eisenhardt was pre- 
pared to assert that there already existed an es- 
tablished body of agency-theoretic work in or- 
ganizational studies and industrial sociology. Al- 
though this has not actually progressed beyond 
the agency theorist’s traditional pre-occupation 
with the influence of incentive and monitoring 
systems on the behaviour of agents (Eisenhardt, 
1985, 1988; Kosnick, 1987), the line of advance 
is clear. 

This expansion of the domain of agency 
theory is the more likely because it possesses 
clear advantages for the rapid production of 
academic research. Its apparent engagement 
with the problems of corporate control ensures 
that there is little difficulty in attracting funds. Its 


*The author would like to acknowledge the help in developing the ideas set out here, which has been given by Anthony 
Ferner, Paul Edwards, Hugh Willmott and the anonymous referees of this journal. 
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bias towards publicly available quantitative data 
means that empirical tests of its hypotheses can 
be quickly and easily carried out. Finally, its 
esoteric symbolic idiom lends an aura of scien- 
tific credibility to its findings whilst insulating it 
from the influx of outsiders not already steeped 
in the values and presuppositions of the agency 
research community (Whitley, 1988). For these 
reasons, there is every reason to expect that 
agency theory will indeed establish a presence 
in organizational studies. A hostile critic (Per- 
row, 1986) concludes his glum review of the 
prospects thus: “organisational theory will have 
to live with it over the next two decades at least, 
I suspect.” 

Since agency theorists have demonstrated 
themselves to be unaware of, or insensitive to, 
the many critiques which have been made of 
their ontology, epistemology and research pro- 
cedures (Tinker et al, 1982; Christenson, 1983; 
Lowe et al, 1983; Cooper & Scherer, 1984; Peas- 
nell & Williams, 1986; Whittington, 1987; Whit- 
ley, 1988), and given the unrepentant nature of 
their early forays into the study of organizations, 
not to mention their programmatic statements 
upon it Jensen, 1983; Moe, 1984, but see the 
under-publicized work of Mitnick, 1987 for an 
exception), it is quite evident that their inten- 
tion is to impose the present preoccupations and 
presuppositions of agency theory, without mod- 
ification, upon the new field of study. It is there- 
fore possible, even at this early stage, to sketch 
the outlines of Jensen’s “revolution in the 
science of organisations.” 

For this purpose, it will prove useful to 
examine agency theory in terms of Burrell & 
Morgan’s (1979) widely used categorization of 
the sociological paradigms used in organiza- 
tional analysis. This is a two-dimensional classifi- 
cation, in which theories are grouped firstly ac- 
cording to their assumptions as to the nature of 
social reality and, secondly, according to their 
conception of the problematic aspects of the so- 
cial order. On the first dimension, social 
phenomena may be assumed to exist indepen- 
dently of the subjectivities of social actors, or 
they may be seen as essentially constituted by 
them (the objective/subjective dimension). On 


the second dimension, theories may be centrally 
concerned with the manner in which social in- 
stitutions adapt, cope with disturbances, and 
otherwise perpetuate themselves (the sociology 
of social regulation). On the other hand, they 
may be concerned to expose the problems 
posed for certain social groups by the mainte- 
nance of a given social order, and to explore the 
possibilities of change therein (the sociology of 
radical change ). Both of these dimensions are to 
be understood as continua — there are inter- 
mediate positions on each. 

The most self-conscious account of the pro- 


ject of agency theory is to be found within Watts 


& Zimmerman’s (1986) militant exposition of 
positive accounting research. According to 
these authors, this sets out to hypothesize and 
test observable relationships between economic 
and accounting phenomena. As in the positivist 
view of natural science, the existence of these is 
considered to be independent of the meanings 
which they have for interested parties and of the 
act of observation itself. In Burrell & Morgan’s 
terms, the ontology of this type of research is 
realist, its epistemology is positivist and its 
methodology is nomothetic (see Christenson, 
1983; Cooper & Scherer, 1984; Whittington, 
1987 and Whitley, 1988 for critiques of these as- 
pects of agency theory). 

These are the generic features of the sociolog- 
ical paradigms which Burrell & Morgan class as 
“objective”. Theories of this type also tend to 
take a determinist view of human behaviour. 
This, despite the occasional rhetoric of indi- 
vidual choice, is also true of agency theory, and 
it is a consequence of the pervasive assumption 
of individual utility maximization (Hirsch et al, 
1987). Social action, so far as agency theory is 
prepared to consider it, is completely deter- 
mined by the structuration of individual utilities 
by economic “entities”, which are, it will be re- 
called, assumed to exist prior to human action. 

Burrell & Morgan's social regulation/radical 
change dimension involves the values which in- 
form social investigation. Agency theorists 
claim, with some vigour, that their research pro- 
cedures are value-free, since they are concerned 
only to establish facts about the relationships be- 
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tween accounting and economic entities (Watts 
& Zimmerman, 1986), a position which appears 
to be maintained largely by ignoring arguments 
to the contrary (Tinker et a£, 1982; Cooper & 
Scherer, 1984). However, even agency theorists 
themselves are ready to accept that values are in- 
volved in their choice of problems. The nature of 
this choice is made quite clear by Jensen (1983), 
who states that positive theories are “required 
for powerful decision-making” by managers, 
standard setting boards and government regulat- 
ory bodies. More fundamentally, the basic 
agency problem — that of how the “agency 
costs” arising from a delegation of decision-mak- 
ing rights are minimized — is one of top-down 
control, at least in its most usual field of applica- 
tion — the management of the capitalist enter- 
prise. Thus the sociological paradigm underly- 
ing existing agency theory is one of social regula- 
tion. 

As Burrell & Morgan point out, the field of 
organizational studies is already dominated by 
research in the objectivist/social regulation trad- 
ition. In this basic sense, then, agency theory 
promises nothing new. This is also true in more 
specific senses. 

Within the objectivist/sociological regulation 
category, the major sociological paradigm is 
functionalism, a school of thought in which so- 
cial phenomena are explained by reference to 
the benefits which they confer upon systems as 


a whole. Sociologically speaking, agency theory ` 


is a particularly narrow-minded variant of 
functionalism. In the world of agency theory, in- 
dividual utility maximization is simultaneously 
the sole motive for human action and the sole 
standard by which social institutions are 
evaluated. In such a universe, human beings 
must act so as to achieve the only functionality 
which is admitted into the model — the Pareto 
optimum of individual utilities. Thus, within 
whatever system boundaries are chosen, all so- 
cial action and all social institutions are seen as 
functional. 

The theoretical shortcomings of sociological 
functionalism are well known. It is vulnerable to 
all of the standard criticisms of positivist epis- 
temology. It cannot satisfactorily explain en- 


dogenous system change (because there is no 
reason within the theory why a functional social 
order should change), and it exhibits a conser- 
vative bias (because functionalities within a sys- 
tem tend to be defined by those who control it). 
Power, in functional theory, is assumed to derive 
from the necessity of achieving functionalities at 
the system level, a theorization which is either 
tautological (functionalities being defined by 
the powerful) or nonsensical (consider the so- 
cial functions of armed robbery). Last, but not 
least, explanation in functional theory is tele- 
ological in that functional problems are assumed 
to call forth their own solution, with no explana- 
tion of how this is actually accomplished (Silver- 
man, 1970; Gouldner, 1971). . 

As with mainstream functionalism, explana- 
tions of social institutions in agency theory 
exhibit an unreal Panglossian quality (Tinker, 
1988). Considered as a social theorist, the 
agency researcher is confronted with the basic 
intellectual task of "explaining" observed 
phenomena in terms of their functionality for 
the aggregate of individual utilities. It appears 
that problems are “interesting” according to the 
mental contortions which this involves. An early 
example was Alchian & Demsetz’s (1972) de- 
duction of the functionality of capitalism from 
the problems of ensuring a fair distribution of ef- 
fort in co-operative activity. Later efforts have 
demonstrated the benefits of corporate raiding 
as creating a market in managerial control 
(Jensen & Roeback, 1983) and of “golden 
parachutes” (whereby employers insure senior 
executives against redundancy in the event of 
takeovers) as ensuring that executives do not 
hinder the free operation of this market (Jensen, 
1984). Noticeably, these efforts make no at- 
tempt to confront the dysfunctional aspects of 
social institutions, long a commonplace of main- 
stream functionalism. In that sense, they repre- 
sent a degradation, rather than an enrichment, of 
the functionalist tradition. 

Like sociological functionalism, agency 
theory has occasionally attempted to break out 
of the teleological circularity of its explanatory 
structures through a flirtation with Social Dar- 
winism (Parsons, 1964). Amongst the “key 
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tautologies” which inform agency theory, Jensen 
(1983) lists the assumption that it is the “fittest” 
monitoring and incentive arrangements which 
survive. In the same vein, Watts & Zimmerman 
(1986, pp. 195, 312) argue for the functionality 
of audits on the grounds that they have existed 
. for hundreds of years. Armed with such an intel- 
lectual device, the agency researcher can jour- 
ney confidently through the murk of human ven- 
ality, knowing in advance that nuggets of func- 
tionality are there to be found. 

Far from promising a revolution, it is clear that 
the incursion of agency theory, as it now exists, 
into the study of organizations will represent lit- 
tle more than a minor,.and theoretically un- 
sophisticated, addition to the volume of 
functionalist theory and research. Not everyone 
is overjoyed at the prospect. Perrow (1986) has 
already noted the inadequate treatment of 
power in agency theory, whilst, on the 
methodological front Hirsch e£ al (1987) and 
Mitnick (1987) have expressed concern at the 
tendency of agency theorists to protect "clean 
models" by refusing to engage too closely with 
empirical data. 


THE POTENTIAL VALUE OF THE AGENCY 
CONCEPT 


All this being said, what is true of presently 
existing agency theory is not necessarily true of 
the agency concept When applied to the 
capitalist enterprise, agency takes the form of a 
delegation of the rights attaching to ownership 
of the means of production, and a consideration 
of this should form the core of any adequate 
theory of organization power and the implica- 
tion of accounting therein, especially one with 
pretensions to radicalism. It is true that agency 
theorists presently neutralize the value of the 
agency concept for understanding power by at- 
taching the notion of delegation to that of con- 
tract (e.g. Aichian & Demsetz, 1972), but there 
is no reason why a radical theory should retain 
this connection, as will be argued later. 

Àn adequate treatment of power is the more 
important in studying the organizational role of 


accounting because the mainstream of manage- 
ment accounting research, influenced by 
functionalist organization theory, is deficient in 
this respect (Cooper, 1983). Functionalist analy- 
sis, perhaps because of its link with the system 
concept, tends to decontextualize organization. 
When power is considered at all, the result is a 
concentration on “interesting” marginal varia- 
tions from a “normal” structure of internal 
power which itself remains unexamined. This is 
the case, for example, in the popular “strategic 
contingencies” school of thought (Hickson et 
al, 1971). Even where systems are considered 
to be “open”, access to capital (ifit is considered 
at all) is thought ofas just one of the externalities 
with which organizations have to cope (Rice, 
1963), rather than one which sets limits to the 
manner in which others can be dealt with. With 
hindsight, it is extraordinary that this particular 
deficiency of functionalist analysis should ever 
have been carried into accounting research. The 
agency concept offers an obvious corrective. 

Implicit in decontextualized system concepts 
of organization is a. managerialist view of the 
capitalist enterprise (Berle & Means, 1932; 
Burnham, 1962), in which control is seen as sub- 
stantially in the hands of professional managers 
rather than ownership. Considered asa theory of 
the present social order in the advanced nations, 
the problems with managerialism are well- 
known (Nichols, 1969; Scott, 1979), despite its 
persistence in organizational theory. In particu- 
lar, managerialist theories, beyond blatantly 
ideological claims of managerial monopolies of 
competence (Bendix, 1956), lack a theory of the 
source of managerial power. 

The same, unfortunately, is true of recent non- 
functionalist treatments of the organizational 


role of accounting which stress the role of ac- 


counting vocabularies in creating systems of 
domination and subordination (e.g. Loft, 1986). 
Perhaps because of their Foucauldian ancestry, 
such theories lack an account of the source of 
power which enables accountants (or mana- 
gers ) to impose these vocabularies. The assump- 
tion that they are unproblematically able to do 
SO is, tacitly, a managerialist one. . 

As against all this, the image of organization as 
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a network of agency relationships (Alchian & 
Demsetz, 1972; Jensen & Meckling, 1976) — 
when divorced from the notion of contract — 
offers an account of the manner in which the de- 
legated power of ownership reaches down into 
the heart of the corporation, permeating rela- 
tionships within it. Surprisingly, perhaps, such a 
concept-is lacking in present radical theories of 
organization. In this respect, recent studies, 
within accounting research, of the manner in 
which accounting systems can be used to articu- 
late financial priorities within resistant manage- 
rial cultures (Berry et al, 1985) may ultimately 
feed back into, and enrich organizational theory. 


THE EMERGENT PARADIGM OF RADICAL 
ORGANIZATIONAL THEORY AND THE 
PROBLEM OF INTERNAL STRUCTURE 


Radical organization theory has emerged from 
critiques of the two major features of 
functionalism. Methodologically, the positivist 
treatment of social structures in functionalism 
stands accused of reifying these, so obscuring 
the manner in which they are socially con- 
structed and thus open to change. Secondly, the 
functionalist pre-occupation with the problem 
of order obscures the connection between inter- 
nal organizational structures and conflicts of in- 
terest at the societal level (predominently class 


relationships in capitalist societies). 

In reaction, what Burrell & Morgan (1979) 
term “radical structuralist” theories of organiza- 
tion (frequently under the banner of “labour 
process theory”) have sought to expose the 
manner in which antagonistic class interests are 
articulated within capitalist work organiza- 
tions.' The object, at least in the case of 
genuinely radical theories, has been to challenge 
functional (and managerial commonsense ) exp- 


lanations of certain features of capitalist work or- 
ganization, to show how these arise, not from the 
functionalities of organizational tasks, nor from 
some evolutionary drift towards efficient forms, 
as in the transaction costs approach (William- 
son, 1983), but from purposive human interven- 
tion originating in the antagonistic nature of the 
capitalist social relations of production. Within 
the labour process literature, the best-known 
example is Braverman’s (1974) demonstration 
that the re-organization of work associated with 
Taylorism had more to do with ensuring “the 
real subordination of labour to capital” than with 
the technical efficiency of industrial processes. A 
similar thesis has been advanced under the ban- 
ner of radical organizational theory by Goldman 
& Van Houten (1977, 1981). Considerable pro- 
gress has been made on a parallel reappraisal of 
the social significance of accounting by such 
writers as Hopwood (1984), Cooper & Scherer 
(1984); Hopper & Powell (1985) and Tinker 
(1985). All of these researchers have been con- 
cerned to demystify the claims of accounting to 
facticity and neutrality, and so expose the man- 
ner in which it is implicated in articulating the 
power of capital. 

It has to be said that neither organizational 
theory nor labour process theory yet comprises 
a coherent body of work, nor has radical ac- 
counting research yet made an explicit connec- 
tion with either. On the basis of the studies 
which have appeared so far, however, it is al- 
ready clear that an important unifying theme 
will be a concern with the articulation of soci- 
ety-wide class structures within the organization 
(Benson, 1977). This is quite explicit, for 
example, in the titles of Salaman’s Class and the 
Corporation (1981b) and Clegg & Dunkerley’s 
Organisation, Class and Control (1980). 

By definition, a radical theory of organizations 
will also be concerned to locate the sources of 


"This paper departs somewhat from Burrell & Morgan (1979) on the characterization of radical organization theory. For 
these authors, the radical perspectives on organizations include an "anti-organization theory” based on a sociological 
paradigm of radical humanism. This rejects the very notion of social structure as an alienation of human possibilities and the 
organization theory derived from it appears to be dedicated solely to an exposure of the socially constructed nature of - 
organizational reality, with no sense that, for oppressed groups, some structures might be preferable to others. It is hard to 
see wherein lies the radicalism of this approach, since its intended end product is nothing more than altered mental states. 
Whilst the de-reification of social structures is an indispensible part of a radical analysis, this must also engage with the 


problem of structural change to justify the label. 
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possible social change. In the work of such writ- 
ers as Heydebrand (1977), Goldman & Van 
Hauten (1981) and Salaman (1981a) it is evi- 
dent that these will be sought, in the first in- 
stance, in the conflicts of interest arising within 
and from organizational structures. Whilst it is 
true that some of these are considered within 
functional analysis under the heading of the 
“dysfunctions of bureaucracy” (e.g. Merton, 
1940), which has well-established parallels in 
the behavioural analysis of accounting systems 
(e.g. Caplan, 1971), the principles underlying 
radical analysis differ considerably. Where 
functionalist research views dysfunctions as 
contingent features of particular organizational 
designs, perhaps remediable through the social 
scientist’s superior understanding of human be- 
haviour (cf. Baritz, 1960), the radical theorist 
will suspect that some (though perhaps not all) 
specific and local conflicts of interest actually 
originate in the very social form in which the 
capitalist organization is embedded. Where this 
turns out to be the case, particular manifesta- 
tions of these deeper sources of conflict may be 
suppressed and displaced, but they can never be 
entirely eliminated. 

Within the capitalist social relations of pro- 
duction, the most basic contradiction arises 
because employers and managers are faced with 
the inescapable problem of achieving co-opera- 
tive activity by antagonistic means. Because 
there is always a necessary element of voluntary 
activity in any system of co-operation this con- 
tradiction can never be finally overcome within 
capitalism. Organizational devices which suc- 
ceed in eliminating one source of discretion 
through which the interests of workers might be 
articulated, can do so only by providing other 
openings, possibly for other people. These prob- 
lems (crises) lead, in turn, to further attempts at 
solution. 

This means that radical organization theories 
explain organizational forms, not in the static 
terms of function, but as historical response to 
crises arising within and from earlier forms. 
Within the labour process literature, this form of 
dialectical/historical explanation can be clearly 
seen in the broad-brush histories of managerial 


control attempted, with varying success, by such 
writers as Edwards (1979), Littler (1982) and 
Gordon et al, (1982). Essentially the same ap- 
proach has been advocated in management ac- 
counting research by Cooper (1983), though 
most of the empirical work remains to be done. 
In radical theories, then, the concepts of con- 
tradiction and crisis are the key to explaining 
both organizational structure and organizational 
change (Heydebrand, 1977; Benston, 1975). 

As Burrell & Morgan summarize the matter, 
radical organization theory is becoming crystal- 
lized around the concepts of totality, structure, 
contradiction and crisis. Why, then, should there 
be a need for an additional concept of agency? 


THE NEED FOR A CONCEPT OF AGENCY IN A 
RADICAL THEORY OF ORGANIZATION 


It may already be apparent that radical organi- 
zation theorists and labour process writers have 
tended to operate at a different level of analysis 
from functionalists. Whereas the latter have 
often been concerned to explicate features of 
the internal structure and operation of organiza- 
tion, sometimes down to the fine detail of “infor- 
mal” microstructuring, the former have typically 
been concerned with the global impact of man- 
agerial action upon the workforce. Whereas the 
unit of analysis in functionalism may be the 
department, the small group.or the typical 
individual, that of radical theory has been “man- 
agement” or the “management control strategy” 
(e.g. Friedman, 1977), taken as a whole. 

This tendency has properly arisen because 
radical theorists, reacting to the functionalist 
myopia, have been concerned to reveal the influ- 
ence of wider class interests upon the overall 
design of labour processes and control systems. 
The consequence has been a tendency to treat 
management as a “black box”, with the articula- 
tion of capital interests through managerial 
hierarchies treated as non-problematic. When 
combined with a dialectical and historical 
explanatory framework in which new manage- 
rial control strategies are seen as responses to 
the contradictions and crises arising within earl- 
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ier forms, the result has either been a kind of 
Marxist functionalism in which management 
control strategies are "explained" in terms of the 
problems which they solve, or a crude reifica- 
tion in which "capital" appears to act so as to sec- 
ure "its" own interests (Salaman, 1981a; 
Armstrong, 1984, 1985; Clegg & Higgins, 1987). 

What is needed, first of all, is a theorization of 
how management control strategies are gener- 
ated. In this connection, Armstrong (1984, 
1985, 19872) has suggested that processes of 
"inter-professional" competition for senior posi- 
tions within management hierarchies — which 
involve accountants — may provide both the in- 
centive to produce control strategies which in- 
volve senior positions for the profession in ques- 
tion, and the intellectual resources with which 
to do so. This kind of approach clearly involves 
an engagement of radical organization theory 
with the internal politics of organizations, an 
area in which functionalist analysis has tradition- 
ally been dominant (Clegg & Higgins, 1987). At 
this level, it becomes important that individual 
managers and “profession” groups may possess 
short-run interests which are imperfectly 
aligned with, although not, of course, indepen- 
dent of, those of capital ownership. The danger 
attendant upon such an approach is that an over- 
concentration on intra-organizational processes 
may lead to a neglect of the wider socio-econ- 
omic context, and thus to a kind of contingency 
theory in which organizational dominance is 
achieved by whichever groups can offer solu- 
tions to the particular problems confronting an 
organization (e.g. Fligstein, 1987). 

For this reason, an engagement with the inter- 
nal structure and processes of organizations 
requires that radical organizational theory must 
retain its awareness that these are fundamentally 
concerned with the articulation of the power of 
capital. Logically speaking, managerial action in 
this respect may be constrained either through 
the “vocabularies of motive” (Gerth & Mills, 
1954) underlying managerial action, or through 
an appropriate structuration of managerial in- 
terests. A prominent theorization which em- 
phasizes the first possibility is that of Karpik 
(1977, 1978), for whom the power of capital is 


expressed through a number of managerial 
“logics of action”. The problem is that Karpik 
sees the “choices” amongst the various logics of 
action from an implicitly managerialist view- 
point. Access to capital is seen as a control prob- 
lem for management, rather than management as 
a control problem for capital ownership. 
Accordingly, Karpik’s “logic of profit” takes its 
place alongside half-a-dozen other equally possi- 
ble logics of action. Not surprisingly, the implicit 
managerialism eventually becomes explicit with 
a belated message of good cheer for the former 
directors of Rolls-Royce: "profit is certainly not 
the operative principle of technological 
capitalism" (Karpik, 1977, p. 65). 

The problem is not specific to Karpik's work. 
It is difficult to see how any theory which sees 
capitalist priorities imported into organizations 
solely through the thought processes of mana- 
gers could adequately theorize the limits which 
are placed on these, and on the policies arising 
from them. Moreover, any theory which does 
not do so is self-evidently managerialist, since it 
assumes that the policy of the capitalist enter- 
prise is unambiguously under the control of its 
management. It is for this reason that it is neces- 
sary to take account of the manner in which 
managerial interests are structured. This, of 
course, is precisely the agenda of the “positivist” 
stream of agency theory (Eisenhardt, 1989). 

The need to incorporate a concept of the 
capitalist agency relationship into radical organi- 
zation theory therefore follows from the nature 
of the latter’s present limitations. On the one 
hand, the theoretical inadequacy of simplistic as- 
sumptions of an identity of interests between 
capital ownership and management, force a 
reconsideration of the manner in which the 
power of capital is actually articulated. On the 
other hand, the problems involved in assuming 
that the interests of capital are mediated solely 
through managerial motives, force a recognition 
that the structuration of managerial interests 
must also be considered. 

At the moment, unfortunately, there is a risk of 
confusion in importing a concept of the 
capitalist agency relationship into organizational 
theory, since the term "agency" is already in use 
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in the field. Even more unfortunately, the sense 
in which it is used differs from that established in 
agency theory. This needs separate discussion. 


A NOTE ON RECENT USAGES OF THE TERM 
“AGENCY” IN ORGANIZATION THEORY 


In the literature of agency theory, the term 
“agency” is firmly established as denoting dele- 
gated decision-making rights. In the usual con- 
text of the capitalist enterprise, these rights at- 
tach to the ownership of the means of produc- 
tion in the first instance. Recently, a different and 
less precise usage of the term “agency” has 
appeared in organization theory. This apparently 
derives from two quite distinct traditions in 
sociological theory. 

Clegg (1989), for example, writes of “agency” 
as a feature of delegated power in organizations 
which, paradoxically, limits the completeness of 
control. In this formulation, the achievement of 
“strategic agency” (the power to make major 
decisions) requires the “subordination of the 
strategicality of other agencies” (whose power, 
presumably, is supposedly limited to the execu- 
tion of these major decisions). In their dual 
Capacity as agents of meaning and of production, 
however, the individuals to whom this power is 
delegated possess capacities for resisting control 
of “the discursive play of individuality”. Thus, in 
Clegg’s view, the central paradox of power in or- 
ganizations is that it is increased by the delega- 
tion of authority, but, at the same time, the in- 
evitable discretion which this involves, poten- 
tially empowers delegates and thus limits the 
power of the delegating agent. 

This view of power and usage of the concept 
of agent evidently derives from Barnes (1986). 
In Barnes’ theorization, power is equated with 
the ability to make decisions, whilst authority 
(in its pure form) is equated with a delegated 
capacity to carry out those decisions.* Thus 
power is maximized when the authorities to 
whom its execution is delegated are no more 
than passive relays in a system of power ("pas- 
sive agents"). The problem of the power-holder 


is therefore seen as one of creating passive 
agents and of preventing their metamorphosis 
into active agents (see also Law, 1986). 

As a tool for understanding the manner in 
which the power of capital is exercised, this 
analytic framework represents a step backwards 
from Clegg's (1979) own previous theorization 
in terms of hegemony. A definition of power as 
decision-making capacity not only limits the 
exercise of power to the particular competence 
of power-holders: it rules out of account the abil- 
ity of major shareholders and senior managers, 
however otherwise incompetent, to create con- 
ditions under which subordinates will take deci- 
sions which are in their interests ( rather than di- 
rectly expressive of their desires ). This, to take a 
topical example, is what the search for "cultures 
of excellence" (Goldsmith & Clutterbuck, 
1984) is all about. It is also the point of account- 
ing measure of managerial performance, and it is 
certainly what agency theory is about. 

As for the usages of the terms “agent” and 
“agency” in these formulations, these are loose 
and unstable, appearing sometimes to equate 
broadly with social action and, at other times, to 
refer more narrowly to a capacity to act which 
derives from position in an organizational struc- 
ture. The “structural” pole of this continuum of 
usage probably originates in Althusserian Mar- 
xism (Althusser, 1969), in which individuals are 
conceived of as passive “agents” of the structural 
properties of the social positions which they 
occupy. In less extreme form, this usage is car- 
ried forward in Marxist theory by such writers as 
Poulantzas (1979), for whom “agents” are seen 
as influenced by political and ideological factors 
as well as social structures. For Giddens (1979), 
on the other hand, an “agent” is always a purpo- 
sive human actor and “agency” presumes the 
capacity to choose alternative courses of action. 
For Giddens, social structures relate to agency 
through the motives and meanings which they 
provide for social action, rather than as deter- 
minants of it. 

In itself the tension between structural deter- 
mination and voluntaristic social action, which 


?This definition, of course, differs from the otherwise universally accepted Weberian concept of authority as power which is 
broadly accepted as legitimate by those over whom it is exercised. 
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is contained within a usage of the term “agency” 
derived from these two warring traditions is not 
without its value. The problem for radical or- 
ganization theory, unfortunately, is that the 
distinctive benefits of the concept of agency as a 
delegation of the decision-making rights attach- 
ing to ownership of the means of production 
may be obscured. As argued earlier, it is import- 
ant to theorize the penetration of the power of 
capital itself into the capitalist enterprise. Ac- 
cordingly this paper will continue to use the 
agency concept as it has been established in 
agency theory and no attempt will be made to re- 
solve the terminological issue. 


RETHINKING THE CAPITALIST AGENCY 
RELATIONSHIP — TOWARDS A RADICAL 
PERSPECTIVE 


The preceding discussion indicates that a rad- 
ical theory of organization and accounting needs 
to appropriate the concept of agency. Yet the 
existing theory of agency, and those theories of 
organization likely to be derived straightfor- 
wardly from it, is functionalist in its explanatory 
structure, determinist in its view of social be- 
haviour, positivist in its epistemology and 
biased, in its choice of problems, towards the 
micro-political problems of maintaining the 
capitalist order. By contrast, a radical theory of 
the capitalist agency relationship, as discussed 
previously, needs to emphasize totality, struc- 
ture, contradiction and crisis. There is a need, 
then, to rethink the theory of agency in radical 
terms. What follows is a preliminary attempt to 
do so. 


Tbe epistemological status of social structure 
Any radical theory of organization must retain 
the concept of structure, since it is precisely 
about uncovering the points of intervention 
where structures might be changed. In particu- 
lar, over the short run and where the detailed 
working of organizations are under considera- 
tion, the wider social structures of capitalism 
need to be treated as a given. This does not mean 
that structures can be treated as objectively 
existing entities in the positivist manner of exist- 


ing agency theory. It is, for example, important 
for a radical theory of agency to concern itself 
with the socially constructed nature of the ac- 
counting "entities", as Watts & Zimmerman 
(1986) call them, which are used to devise in- 
centive and monitoring systems. This is neces- 
sary both in order to uncover the interests 
which these express and to combat the aliena- 
tion involved in the imputation of facticity and 
objectivity to them. In the context ofaccounting 
research, considerable progress has been made 
in this direction (see, for example, Hopper & 
Powell, 1985; Tinker, 1985 and Hopwood, 1987 
for prominent examples). 


Ibe approacb to social action and 
methodology 

A radical theory of agency (or of anything else, 
for that matter ) would be pointless if the persons 
to whom it was addressed were capable of no 
more than reflexive responses to structures of 
economic incentive. Since radical theories are 
about altering meanings, with the object of alter- 
ing structures, social action needs to be 
theorized in terms of both concepts. Con- 
sequently, although social action needs to be 
visualized as taking place in the context of social 
structures, it also needs to be seen as informed 
by the meanings and motives which are attached 
to these (cf. Giddens, 1979, chapter 2). This 
“social action approach” is already familiar in 
organization theory, both radical and non-radi- 
cal (Silverman, 1970), and it has been advocated 
in the context of management Sero re- 
search by Cooper (1983). 

The distinctive feature of the radical variant of 
the social action approach concerns the point at 
which explanation stops. To the non-radical 
theorist (normally a species of functionalist) the 
problem is to explain the persistence of a given 
pattern of organization. Within this frame of 
reference, the socialization of individuals into a 
particular pattern of organizational culture, so 
that they act in a manner which sustains it, con- 
stitutes a complete explanation. The radical 
theorist, on the other hand, is concerned to un- 
cover the tensions and possibilities of change 
within particular patterns of organization. For 
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this purpose, explanation needs to be taken one 
stage beyond culture, in order to uncover the 
patterns of conflicting interests which underlie 
it. The key concept used is ideology rather than 
culture — the Marxist notion that systems of so- 
cial thought are normally expressive of material 
interests. 


In a sense the concept of ideology is well es- 
tablished in agency theory, but only as a charac- 
teristic of the thought processes of people who 
are not agency theorists. In this vein, Watts & 
Zimmerman (1979, 1986) argue that “norma- 
tive” theories concerning accounting standards 
are actually a cloak for the material interests of 
those who promulgate them. Unfortunately, 
after this promising start, agency theorists have 
proved unable to respond to more sophisticated 
theories of the market for academic ideas (Lowe 
et al, 1983; Peasnell & Williams, 1986) or to 
studies of the ideological content of their own 
“positive” theories (Tinker et al, 1982). 


The emphasis on social action in a radical 
theory of agency marks an important point of 
departure from existing theories. Where these 
visualize agents as responding reflexively to in- 
centive and monitoring systems, a radical theory 
needs to consider the meanings which they 
attach to these. Importantly, for example, there 
exists the possibility that the imposition of 
incentive and monitoring systems, far from 
motivating agents, may signify a withdrawal of 
autonomy and trust (cf. Fox, 1974) and so 
partially destroy the incentive of agents to iden- 
tify with the interests of their principals. As will 
be argued presently, there are features of tbe 
traditional managerial employment relationship 
which indicate that British employers have, in 
some sense, been aware of this possibility. 


Finally, a social action approach has important 
methodological repercussions. Existing agency 
theory, because of its assumption that people 
react passively to the manner in which their 
economic interests are structured, can predict 
outcomes on the basis of hard data (often publi- 
cally available) on incentive schemes, account- 
ing standards and the like. In contrast, because a 
radical theory of agency must engage with the 
meanings behind social action, its methodology 


must be interpretive. It then becomes important 
to investigate the actual meanings attached to 
accounting concepts and numbers and the prac- 
tical uses made of them (Colville, 1981; Hayes, 
1983). This, in turn, means fieldwork, ofthe type 
advocated and practiced by Hopwood (1973, 
1983), but which is still rather rare in account- 
ing research. 


Tbe conceptualization of conflicting interests 
within tbe agency relationship 

As Eisenhardt (1989) has pointed out, one of 
the merits of agency theory is that it highlights 
the potential for differences of interest between 
principals and agents. It thus problematizes the 
control of managerial hierarchies by capital 
ownership, which is important in a radical 
theory of organization. In existing agency 
theory, however, the theorization of interests is 
reductionist, deriving from the assumption of 
individual utility maximization. If, for the rea- 
sons given earlier, a radical theory of agency is to 
abandon this assumption, how are potential con- 
flicts of interest to be theorized? 


As far as principals are concerned, the answer 
lies in the structure of the capitalist economy. 
Where there is some form of competition, there 
is economic pressure upon the owners of capital 
to maximize the efficiency and drive down the 
costs of delegated capitalist administration, just 
as much as the cost of labour power. This pres- 
sure, however, may be mediated by a whole 
range of individual motivations. As against the 
automatism of economic man (cf. Jensen's 1983 
"tautology" that agency costs are minimized — 
emphases added), the pressure on agency costs 
need not, in the short run, determine the actions 
of principals, since there may be sufficient econ- 
omic slack for them to act on quite different mo- 
tives — for example, sentimental attachments to 
decorative though grossly inefficient senior 
managers. At the same time the reality of the 
background pressure to minimize agency costs 
in the contemporary corporate economy is well 
illustrated by the tendency of the entrepreneurs 
studied by Goldsmith & Clutterbuck (1984) to 
initiate their search for "excellence" in acquired 
companies with a decimatión of headquarters 
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management. This also illustrates the fact that 
the competitive pressures to do so may arise 
from what Jensen & Roeback (1983) called "the 
market for corporate control" as well as the 
more everyday competition in the market for 
products or services. 

As for the interests of agents, the agency 
theorist, like some latter-day Adam Smith (aptly 
quoted by Jensen & Meckling, 1976) sees a mid- 
den of “idleness, negligence and profusion” as 
the natural consequence of salaried manage- 
ment. At a time when the chairmen of Britain’s 
major companies are awarding themselves 
salary increases of three times the rate of infla- 
tion, it would be difficult to deny that the spectre 
of personal rapacity stalks Britain’s boardrooms 
(e.g. The Guardian, 1989). Whether these large 
salary increases can be accurately characterized 
as agency costs is quite another matter, since 
there appears to be little evidence of opposition 
from the shareholders themselves. On the ques- 
tion of sloth, such evidence as exists points to- 
wards a working week of about 42 hours for the 
average British manager (Mansfield et al, 1981), 
whilst Mintzberg’s (1973) American study indi- 
cates a working day packed with frantic, though 
largely unplanned activity. There is only shaky 
evidence, then, that the “moral hazards” 
assumed in agency theory actually exist. 

On the other hand managerialist writings, 
whatever their shortcomings as theories of the 
social order, bave at least stimulated serious 
thinking and research on the divergences 
between manager and shareholder interests. In 
this vein, it has been argued that, as compared to 
shareholder interests, those of managers are 
more involved with the long-term viability of 
particular companies, with company expansion 
and prestige rather than profitability as such, and 
with policies which create a long-term demand 
for particular managerial expertise (Burnham, 
1962; Galbraith, 1969). Since agency costs arise 
fundamentally, not from moral turpitude as 
such, but from differences between the policies 
which ownership would pursue (granted the 
competence) and the policies which agents 
actually pursue, it seems preferable to derive 
conflicts of interest in the agency relationship 


from these concrete analyses of managerial in- 
terests than from unsubstantiated assumptions 
about the moral character of salaried manage- 
ment. 


The contractual image of organization 

To agency theorists themselves (e.g. Alchian 
& Demsetz, 1972; Jensen & Meckling, 1976) and 
to one of their most cogent critics (Perrow, 
1986), the visualization of organizations as sys- 
tems of contracts lies at the heart of agency 
theory. Perrow has quite rightly pointed out that 
this image of freely entered contract leads to a 
total neglect of the most important feature of 
capitalist organization — that it not only con- 
tains an imbalance of power, but is essentially an 
articulation of it (Clegg, 1989). This leads 
Perrow to dismiss agency theory as ignoring fun- 
damental issues whilst concerning itself with 
comparatively trivial mismatches between man- 
agerial policies and ownership interests. 

For all but a few very senior executives, it is 
true that the contract image of the employment 
relationship #s a fiction, and an ideological one at 
that. On the other hand, the problem of how the 
power of capital is relayed down to the level of 
the labour process is far from trivial, either for 
capital ownership or for the radical analysis of 
organization. 

In fact-the only substantive role which the 
contract image of organization appears to play in 
existing agency theory is to enable the theorist 
to think in terms of managerial labour markets, 
to assume that these markets are “information 
efficient” in the same sense as stock markets, and 
hence to argue that expenditures on bonding 
and monitoring are in the interests of managers 
as well as principals (Jensen & Meckling, 1976; 
Beaver, 1981; Watts & Zimmerman, 1983, 1986. 
See also Christenson, 1983 for an account of the 
manner in which agency theorists protect the 
efficient markets assumption by explaining away 
contrary results as “anomalies”, and Kelly, 1983 
for a catalogue of these ). 

Neither the efficient markets hypothesis nor 
“proofs” that monitoring expenditures are of 
universal benefit have a place in a radical theory 
of agency and there is therefore no need to 
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visualize the agency relationship in contractual 
terms at all. The radical theorization of agency is 
about control, not contract. 


Tbe raw materials of control 

Some of the most important results in existing 
agency theory purport to demonstrate that the 
control of agents can be secured ‘solely by the 
construction of ingenious patterns of self in- 
terest within contractual relationships. ‘As 
Baiman (1982) put it, “agency theory has 
succeeded in exploiting the power of self-in- 
terest as a stabilising and predictive force.” This 
is an illusion. 

The inadequacies of a self-interest and con- 
tract view of social regulation (utilitarian theory 
of society) were first set out almost a century 
ago by Durkheim (1964; pp. 203 et seq. — origi- 
nal 1893) and the thesis has since been revived 
by Parsons & Smelser (1956) and partially redis- 
covered by Arrow (1975), McKean (1975) and 
Noreen (1988). 

Social institutions, observed Durkheim, 
would be of very doubtful stability if all that held 
them together were contracts, negotiated in iso- 
lation from all other social constraints upon the 
parties involved. This is simply because there 
would be no external guarantee that the parties 
would keep to the agreed terms. Thus, "A con- 
tract is not sufficient unto itself but is possible 
only thanks to a regulation ofthe contract which 
is essentially social" (Durkheim, 1964). It is 
therefore an illusion that contractual relations 
are an alternative to “social regulation”. 
Durkheim demonstrated this historically by 
showing how “restitutive law” (expressive of the 
social regulation of contractual relations) had 
increased along with the volume of contractual 
relationships. 

In part, agency theorists supply the missing 
social regulation by taking (part of) the frame- 
work of contract law for granted (Whittington, 
1987). In terms of British employment law, 
agency theorists appear to assume that agents 
will abide by all of the terms of the employment 
contract except the implied duty to work con- 
scientiously on behalf of the employer and the 
prohibition on certain types of misappropriation 


wa 


of company property and time. As Whittington 
(1987) observed, the principles on which 
agency theorists relax certain contractual terms 
and not others are obscure. 

Of course an explicit element of social regula- 
tion within contractual relationships appears in 
agency theory, with Jensen & Meckling's ( 1976) 
demonstration — via the efficient markets hypo- 
thesis — that the independent monitoring of 
agents can be in the interests of both principal 
and agent. This, of course, immediately raises the 
question of how the independence of third party 
monitors is to be guaranteed, particularly when 
these are normally engaged by agents rather 
than principals (see Sampson, 1981 and Braver- 
man, 1974 for examples of the scepticism which 
this is apt to arouse in the lay mind). The agency 
theorists’ answer to this is quite inadequate in 
terms of their own explanatory paradigm. 

Benston (1975) argues that the market for 
accounting services depends on their consis- 
tency and impartiality, pointing out that this 
gives the profession strong financial incentives 
to safeguard its reputation for integrity and to 
develop consistent accounting standards. Watts 
& Zimmerman (1983, 1986: chapter 13) couch 
a similar argument in terms of the type of 
mythological quasi-history which conservative 
social theoreticians appear to find congenial. 
According to this, the market for auditing ser- 
vices developed first from the reputation of indi- 
vidual accountants for integrity. This then be- 
came identified with accounting firms, and later 
with the entire profession. Not a shred of evi- 
dence is offered for this sequence of events, and 
it ignores some strong, albeit anecdotal, evi- 
dence that the accounting profession’s reputa- 
tion for integrity at the time of its formation was 
far from universally accepted (Abel-Smith & 
Stevens, 1967; pp. 61—2). 

Whilst arguments premised upon the collec- 
tive interest of the accounting profession may 
have some validity in themselves, they are inad- 
missible coming from theorists whose avowed 
explanatory paradigm is that of individual self 
interest. Specifically they fail to consider 
whether, and under what circumstances, it 
might pay individual accountants to abuse the 
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reputations of their firms and profession. That 
over the years, some have spectacularly done so, 
must presumably be explained within agency 
theory by the inability of these individuals to see 
where their own best interests lay. Arguments 
from reputation, moreover, fail to address the 
possibility that a reputation for integrity may be 
secured by means quite other than its practice. 
Nor is it considered whether a public reputation 
for independence amongst shareholders might 
co-exist with a covert reputation for co-opera- 
tiveness amongst boards of directors. Not only 
do the arguments of agency theorists in this area 
conflate individual and group interests, they also 
exhibit a considerable naivety on issues of repu- 
tation. 

More formally Antle (1984) found that, once 
moral hazard on the part of auditors was admit- 
ted to a single-period model of the auditing 
process, the maximization of individual utilities 
implied that they did have an interest in collud- 
ing with managers. This result urgently needs an 
answer which it has not so far received within 
agency theory. The finding strongly suggests 
that there zs no method of constructing reliable 
agency relationships out of the building bricks of 
individual self-interest. To non-agency theorists, 
indeed, this is obvious. Whatever ingenious 
pattern of selfinterest is set up within the 
agency relationship, agents and monitors can al- 
ways increase their utilities by conspiring to de- 
fraud or otherwise dispossess the principal, and 
share out the proceeds. 

The unsatisfactory treatment of monitoring is 
a major analytic flaw in agency theory as it now 
exists. What goes unrecognized is that monttors 
are agents too, even though they may be en- 
gaged by those whom they are supposed to 
monitor. Agency theorists sometimes speak of 
chains of agency relationships, as if the rights of 
capital ownership could only be delegated in 
successively smaller but essentially complete 
bundles. In reality, it is an obvious feature of 
complex organizations that there is a division of 
function as well as a hierarchy of decision-mak- 
ing. Monitors, just as much as (other) managers, 
exercise certain aspects of the delegated power 
of capital. To the line manager are delegated 


certain decision-making rights over company 
resources and the right to control the labour 
associated with them. To tbe monitor are dele- 
gated the rights to oversee the economic results 
of managerial work and to demand information 
for that purpose. Both sets of rights originate 
with capital ownership. Consequently, both 
manager and monitor are agents. Once this fact 
is recognized, the analysis of how independence 
in monitors might be secured then leads to an in- 


.finite regress within the present paradigm of 


agency theory. The fact is that investors and 
managers are faced with the problem of evaluat- 
ing the reputations and potentialities of indi- 
viduals, firms and professions and, on that basis, 
of deciding who — not whether — to trust. 


Towards a radical analysis of trust in tbe 
capitalist agency relationsbip 

The idea that trust relationships are a partial 
alternative to the structuration of interests 
within agency relationships is far from new. It is 
contained, for example, in Parson's (1939) 
analysis of the functionality of ethical codes for 
the relationships between clients and profes- 
sionals employed to make decisions on their be- 
half, a situation which clearly parallels the infor- 
mation asymmetry of the capitalist agency rela- 
tionship. More recently, Arrow (1975) has 
pointed out the mutual benefits of trust for econ- 
omic exchange in- general whilst Noreen 
(1988) has applied the same argument specifi- 
cally to the agency relationship. Beyond the rec- 
ognition that trust and control through econ- 
omic interests are alternatives, however, these 
analyses are not immediately relevant to a radi- 
cal theory of agency, wherein the trust relation- 
ship is seen, not as a generally desirable feature 
of economic exchange, but as part of a pattern of 
managerial control. 

The idea that trust relationships can function 
as a means of managerial control at the level of 
the labour process is explicit in some ofthe post- 
Braverman labour process literature, such as 
Friedman's (1977) discussion of "responsible 
autonomy”, Edwards’ (1979) category of 
“hegemonic control”, and Whalley’s (1986) 
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suggestion that managerial control in manufac- 
turing enterprises is exerted though profes- 
sional engineers as “trusted mental labour”. It is 
also present (as hegemony ) in radical organiza- 
tion theory (e.g. Clegg, 1979) and, perhaps 
surprisingly, in the managerial literature of "job 
enrichment” (e.g. Herzberg, 1966). In all of 
these approaches, however, the trust relation- 
ship is thought of as a potentially general feature 
of the employment relationship. The agency 
problem, in contrast, concerns the allocation to 
particular individuals or groups of a level of trust 
appropriate to agents with substantial decision- 
making powers. In a sense, indeed, the need for 
positions of trusted agency is a consequence of 
the impossibility of controlling a capitalist enter- 
prise solely through hegemony or responsible 
autonomy. In other words, trust in the agent fol- 
lows from a relative mistrust of the rest of the 
workforce. 

Remembering that trustworthiness as an 
agent cannot simply be equated with interper- 
sonal trust, there are insightful and, in some 
degree, relevant, accounts of the development 
of mutual trust in everday social relationships 
(Blau, 1964), between professionals in public 
bureaucracies (Rosenberg, 1985) and between 
negotiators in industrial relations settings 
(Purcell, 1981 ). Virtually the only analysis of the 
deliberate cultivation of trustworthiness as a 
means of controlling the employment relation- 
ship, however, and that a brief one, remains that 
of Fox (1974). 

Amongst the methods used by employers to 
secure trust in positions of “high discretion", Fox. 
listed training, indoctrination and social assimi- 
lation, this latter being accomplished partly by 
prolonged exposure to the society of the 
employer and partly by a level of rewards which 
symbolizes tbe integration of high trust 
employees into the employer's own social 
group. In Wright's (1985) slightly different for- 
mulation of this last point, "strategic jobs" which 
cannot be monitored in detail are considered to 
attract a "loyalty dividend". 

What Fox did not consider, but what Wright 
clearly did, were the expenses involved in the 
production of trust. These involve the costs of 


recruitnent, management development and 
assessment as well as the ongoing economic bur- 
den of executive lifestyles. 

To take management development for an 
example: despite complaints about the reluc- 
tance of Britain's employers to invest in manage- 
ment training (e.g. Mangham & Silver, 1986), 
the very evidence used to back up these com- 
plaints reveals that this is now a large and rapidly 
growing industry in its own right. Whilst some of 
this activity might legitimately be characterized 
as the acquisition of "competencies", to use the 
language of the Management Charter Initiative 
(Hornby & Thomas, 1989), the authoritative be- 
lief that “the general atmosphere [of business 
schools] is at least as important as the teaching” 
(Franks, 1963) can only mean that the produc- 
tion of suitable attitudes and loyalties is squarely 
on the agenda. 

As for costs of maintaining the trust relation- 
ship, these involve not only the executive com- 
pensation package itself, but also the infrastruc- 
ture of conspicuous consumption, of creature 
comforts, secretarial “labour” and so forth 
(Wright-Mills’, 1959, description is unsurpas- 
sed). What might appear to be irruptions of 
“moral hazard” to the agency theorist are actu- 
ally perfectly rational solutions to the agency 
problem. Not only do such privileges engender 
glowing feelings of post-prandial loyalty, they 
also give the recipient much to lose should he or 
she ever prove unworthy of the trust relation- 
ship. | 
It is clear that the creation and maintenance of 
a system of trust relationships within managerial 
hierarchies involves considerable agency costs, 
which are altogether ignored in existing agency 
theories. 

This means that principals are subjected to 
conflicting pressures. Unable, for the reasons 
given earlier, to dispense entirely with trust rela- 
tionships, they are nevertheless caught in an 
economic system which creates a background 
pressure to reduce the costs of producing them. 
At the same time, the means used to produce 
trust in agents create a system of economic 
privilege, which gives them a powerful incentive 
to aspire to or hang onto positions of trust — re- 
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gardiess of whether the principals’ interests are 
thereby served. It thus begins to emerge that 
there are contradictions within the capitalist 
agency relationship. Since the analysis of these 
must clearly lie at the centre of radical theory of 
agency, this theme will be taken up later. 


Some processual aspects of the trust 
relationship in organizations 

The extensive literature on managerial career 
patterns is obviously relevant to the manner in 
which positions of trust are sought and allo- 
cated. It is important, however, not to visualize 
Organizations in the static, mechanical terms ofa 
current tradition of quantitatively-inclined re- 
search on the topic (e.g. White, 1970). Itis clear, 
for example, that senior positions are often at- 
tained through the initiation of some form of 
innovation, often involving the installation or 
modification of accounting control systems 
(Kanter, 1984). Career prospects become 
attached to what are, in effect, social movements 
(Zald & Berger, 1978), committed to the suc- 
cess of a new vision of the corporate mission or 
system of control (see, for example, Pettigrew, 
1985 on the trajectory of Organization Develop- 
ment at LC.I.). In pursuit of these ends, would-be 
innovators need to establish with more senior 
managers (not usually in the direct line of prom- 
otion ), that they are fit persons to be entrusted 
with the necessary corporate resources (Kanter, 
1984). In other words, they need to seek out 
principals able to command the appropriate re- 
sources and establish trust relationships with 
them. On the other hand, the success of these 
corporate “intrapreneurs” may also depend on 
the establishment of a network of sympathetic 
supporters who share their vision of what is 
wrong with the status quo and what needs to be 
done (Pettigrew, 1985). If the initiative is suc- 
cessful, these trust relationships are likely to be 
consolidated in the form of whatever official 
promotions come into the gift of the original in- 
novator. 

These examples should not be taken to imply 
that trustworthiness in an agent can simply be 
equated with personal loyalty. Within modern 
capitalist enterprises, the task of selecting suita- 


ble candidates for promotion is often delegated 
(entrusted) to personnel managers or external 
consultants, who tend to establish general, com- 
pany-wide criteria of management potential, 
which include commitment to a particular 
“company philosophy”. The intention is to select 
an entire cadre of candidates who can be trusted 
to articulate this philosophy, and this is often 
done with the express object of changing a man- 
agerial culture (e.g. Lees et al., 1988). In agency 
terms, this may mean that principals brought up 
in the old culture, who are landed with go-get- 
ting subordinate agents committed to the new, 
will find little of personal trust in the immediate 
agency relationship. 

Nor should trust be regarded as a simple scalar 
quantity. In assessing how far an agent is likely to 
act spontaneously in the interests of a principal, 
the latter may be faced with weighing a number 
of factors, which may involve some hard © 
choices. Competence may need to be weighed 
against ruthlessness and potential disloyalty, 
competing agents may confront principals with 
a choice of high or low risk projects, and so on. 
The problems of forming a judgement are likely 
to be compounded by the strong interest which 
subordinates have in presenting acceptable 
fronts. Agency theorists will recognize here the 
problems of information asymmetry and adverse 
selection. l 

On the other side of the coin, ambitious subor- 
dinates are likely to become involved in the 
emotional intricacies of “mentor relationships” 
with senior managers (e.g. Kram, 1983), with 
learning ingratiating behaviours (e.g. Ralston, 
1985) and with sizing up the informal factors 
likely to advance their careers (Dalton, 1968; 
Kanter, 1977). The corresponding processes at 
the level of the professional group are the de- 
velopment of occupational ideologies stressing 
the managerial relevance of experience in the 
profession concerned, and the production of 
professional personae expressive of the com- 
mensurate personal qualities (Armstrong, 1984, 
1985, 1987a). 

All of this means that, in engaging with intra- 
Organizational processes, a radical theory of 
agency needs to recognize that the pursuit and 
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allocation of trust in the agency relationship is a 
fluid and highly political process. At the same 


time it needs to keep in mind that what is funda- 


mentally at issue is the articulation of the power 
of capital ownership, albeit in localized settings. 


Contradictions within the capitalist agency 
relationship 

Existing agency theory is concerned with the 
manner in which agents may be induced to act in 
the interests of principals. A radical theory of 
agency must be concerned with the contradic- 
tions which this entails in the context of the 
capitalist enterprise, and with the consequent 
dynamism in the forms taken by the agency rela- 
tionship. The ultimate object is to demystify the 
manner in which accounting-based monitoring 
and incentive systems “evolve” within the over- 
all context of capitalist control structures. 

One can be confident, first of all, that this sub- 
ject matter will not quickly evaporate, that con- 
tradictions are an inescapable feature of the 
capitalist agency relationship. The need of 
ownership for agency in the first place, is a direct 
consequence of the defining contradiction of 
the capitalist mode of production: that the 
means of ensuring co-operation in a complex 
production process must simultaneously ensure 
exploitation. The derivative contradiction, basic 
to the agency relationship, stems from the need 
to ensure that people who are not capitalists act 
as if they were. From this, there follows a variety 
of historically and contextually specific con- 
tradictions, according to the nature of the solu- 
tion which is attempted. Since most of these 
have involved some use of accounting numbers, 
this perspective creates the possibility of pro- 
ducing a materialist history of the evolution of 
accounting to set against the prevalent “progress 
model” (e.g. Garner, 1968). As an indicative 
exercise, there follows a preliminary sketch of 
some of the contemporary contradictions 
within the capitalist agency relationship. 


Tbe commodification of trust 

Despite attempts at the corporate nurture and 
enculturation of managers, the managerial 
labour market is still a reality in Great Britain and 


the US.A. The implication is that the basic 
method of producing trust in contemporary 
capitalism remains the cash nexus (vide 
Wright’s, 1985, “loyalty bonus"). Trustworthi- 
ness in an agent becomes a commodity, just like 
labour power. In a context of information asym- 
metry, however, trustworthiness ideally means 
spontaneous action in the interests of the princi- 
pal The commodification of trust, on the other 
hand, implies that an agent’s actions will, in some 
degree, be calculative, designed to elicit con- 
tinued payment from the principal, and this need 
not be the same thing at all. In other words, the 
commodification of trust is, in some degree, self- 
contradictory. 

A compromise which is available in certain 
areas of the agency relationship is the employ- 
ment of professionals, such as accountants and 
lawyers, who represent themselves as commit- 
ted to act on certain ethical and technical stand- 
ards. Whilst these will not ordinarily coincide 
exactly with the interests of principals, they will 
at least have the virtue of predictability, insofar 
as the standards are actually adhered to. In prac- 
tice, agency relationships of this type may place 
considerable pressure on professional standards 
and principals may then find themselves, once 
more, in the marketplace for “friendly agency re- 
lationships” (Tinker & Ockabol, 1988). In this 
vein, Manwaring ( 1981) describes an instance in 
which transfer prices were manipulated so as to 
favour a managerial case for plant closures. On 
the other hand, Harrell et a£. (1989) present ex- 
perimental evidence that membership of rele- 
vant professional associations is associated with 
a tendency for accountants to resist managerial 
pressures to compromise professional stand- 
ards. 

Interestingly, certain traditional features of 
the managerial employment relationship can be 
seen as a quite different attempt to resolve the 
contradiction involved in the commodification 
of trust. A short digression is necessary in order 
to explain this. According to Malinowski (1922), 
customs of mutual gift-giving amongst the Trob- 
riand Islanders were highly functional in creat- 
ing a network of mutual obligation and trust, so 
ensuring the coherence of a scattered culture 
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with only occasional communications. Blau 
(1964) built this observation into an analysis of 
the creation of trust relationships in everyday 
life. As distinct from purely economic exchange, 
in which mutual obligations are discharged 
within the transaction itself, the giving of gifts 
creates a diffuse sense of obligation whereby the 
giver can expect a generalized readiness to re- 
ciprocate on the part of the receiver. Moreover, 
since there is ordinarily a delay between gift and 
reciprocation (due to long sea voyages in the 
case of Trobriand Islanders ), the sense of obliga- 
tion is enduring and becomes a taken-for granted 
feature of the relationship. 

There are analogies here both with the 
manner in which managerial salaries are tradi- 
tionally paid, and with Fox's (1974) suggestion 
that employees with considerable decision-mak- 
ing autonomy are expected to manifest a diffuse, 
rather than a task-specific commitment to the 
employer's purposes. Despite the contemporary 
rhetoric (and the best efforts of agency 
theorists), managerial salaries, in the U.K. at 
least, are not normally heavily dependent on 
explicit measures of performance. Careful em- 
pirical investigation has shown that perform- 
ance-related elements still account for only a 
small proportion of the salaries of British factory 
managers (Edwards, 1987). Instead the salary is 
paid unconditionally over the short run, with the 
element of trust reinforced by the removal of 
attendance monitoring when staff are promoted 
beyond a certain level. The expectation is that 
the manager will reciprocate with a similarly 
unconditional commitment to the employer's 
interests. Of course, the persistence of such ar- 
rangements is a puzzle to agency theorists, to 
whom incentives and monitoring are the only 
effective means of controlling agency relation- 
ships (see Puxty, 1985, for a criticism of this as- 
pect of agency theory). 

Unfortunately the process which created 
solidarity and mutual trust within the Trobrian- 
ders' Kula system of exchange depends on pre- 
existing and underlying norms of reciprocity 
(Gouldner, 1960), of which the capitalist ethos 
of possessive individualism ( Macpherson, 1962) 
is, arguably, deeply corrosive. Under competi- 


tive pressure, the principal in the capitalist 
agency relationship can never entirely avoid the 
suspicion that the comparative security of man- 
agerial salaries is supporting, not the bustle of 
trustworthy agency, but leisurely and graceful 
lifestyles. The agency theorists preoccupation 
with the problems of moral hazard and adverse 
selection might have been designed to feed 
exactly these suspicions. As Perrow (1986) has 
pointed out, one of the dangers of agency theory 
is that it encourages people to think like agency 
theorists. It is possible that the agency theorist's 
prescription of explicit incentive and monitor- 
ing systems will lead, not to a solution, but to a 
further contradiction: that the destruction of 
trust implicit in their introduction may actually 
destroy much ofthe motivation which it sets out 
to achieve (see Mitnick (1973, p. 16) for an indi- 
cation of this possibility from a perspective 
broadly sympathetic to agency theory ). The im- 
plications for the use of accounting-based mea- 
sures of managerial performance are, of course, 
profound — though they cannot be investigated 
within the existing paradigm of agency theory. 


Tbe socíal production of trust as an agency cost 

As has already been pointed out, the expenses 
associated with the social production of trust- 
worthy agents create economic incentives for 
principals and senior agents to search for means 
of reducing their dependence on it. Depending 
on the development of technologies of monitor- 
ing and surveillance, these may be to hand. The 
alternative to trusting existing agents is to trust 
new agents who can control or monitor tbe rest. 

For this to be economically advantageous, 
principals need to be satisfied on two points: that 
the new agents are trustworthy or can be made 
so at a cost Jess than existing agents, and that the 
means to be used to monitor or control existing 
agents will actually reduce overall agency costs 
— for example, by reducing the costs of 
backsliding amongst existing agents or by enabl- 
ing their jobs to be downgraded, so reducing the 
agency costs associated with the social produc- 
tion of trust. If these conditions are satisfied, a 
displacement of trust within the agency relation- 
ship will appear to be economically advantage- 
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ous. This is not to say it will necessarily occur, 
since principals may have reasons of their own 
to leave things as they are, for example senti- 
mental attachments to existing trusted agents, or 
lethargy. 

Co-existing with these incentives for princi- 
pals, the privileged lifestyles associated with 
positions of trust create incentives for existing 
agents or outside parties to bid for such posi- 
tions. One means of doing so is to develop 
techniques of control or monitoring, which can 
substitute for the trust vested in existing agents. 
Thus one mode of social mobility within 
capitalist management heirarchies, for individu- 
als or “professional” groupings, depends on the 
downgrading of those in existing positions of 
trust. 

Contradictions arise within this process 
because the incumbents of these latter have 
equally strong incentives to resist, to discredit 
the techniques offered by would-be usurpers 
and to undermine their efforts in more concrete 
ways. In this situation, the system of economic 
privilege, originally designed to ensure that 
agents act in the interests of principals, ensures 
that at least some of them will not. It will also 
ensure that the situation, as principals perceive 
it, will be far less clear-cut than is implied in this 
outline. Management hierarchies become battle- 
grounds of mutual obstruction and ideological 
warfare, in which as much effort goes into sub- 
verting the efforts of opponents as into construc- 
tive efforts on behalf of the principal (see Wil- 
son, 1982, for a description of a battle between 
engineers and accountants over policy in a 
chemical company which illustrates many of 
these points ). 

In this manner the economic structure of the 
capitalist agency relationship creates the condi- 
tions for competition between existing and as- 
pirant trusted agents, which is carried on by a 
number of means and at a number of levels. The 
means include the development of new tech- 
niques of control and surveillance, occupational 
ideologies which stress the economic advan- 
tages of these and the promulgation of views on 
the business enterprise which reflect discredita- 
bly on the credentials or performance of rivals 


for positions of trust. The levels involved include 
the machinations of ambitious individuals, the 
manoeuvrings of cliques or departments within 
large organizations and the “collective mobility 
projects” (Larson, 1977) of entire “professions” 
at supra-organizational level. Moreover these 
levels may interact in that professional claims 
may be cashed by individuals and, conversely, 
individual career success may be used as 
emblematic standards in professional cam- 
paigns. 

Armstrong (1985, 1987a) has previously 
characterized these processes as taking place 
within the “global function of capital” (cf. Car- 
chedi, 1977), and the reader is referred there for 
further details and examples. The present formu- 
lation in terms of the agency relationship is 
superior in two respects. Firstly, it presents a 
clearer picture of the distribution of power 
within capitalist control structures and thus of 
what decides the outcome of the competitive 
processes. Secondly, it more clearly theorizes 
the linkage between organizational command 
and economic privilege and so more satisfactor- 
ily accounts for the motivation behind “inter- 
professional” competition. 


The ascendancy of the monitor and tbe neglect 
of operational management . 
The foregoing analysis suggests that there isa 
long-run tendency within capitalist organiza- 
tions to displace trust from agents whose func- 
tion is to control the productive process to those 
whose task is to monitor their activity. This is the 
explicit principle behind the divorce of strategic 
and operational management in the multi-divi- 
sional organization (Chandler, 1977). It is also 


. visible in the growing ascendancy of profes- 


sional accountants in British industry, and, to a 
lesser extent in the appropriation of certain 
facets of the control of labour by personnel man- 
agement (Armstrong, 1984, 1985, 1987a). Ata 
deeper level, there is also evidence ofa historical 
trend whereby “management” itself has progres- 
sively become redefined as the control, rather 
than the practice, of the mental labour of pro- 
duction (Armstrong, 1987c). The impact of 
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managerial cultures and career patterns creates 
further contradictions. 

To take the example of the accounting domi- 
nation of British companies, the management 


culture becomes an accounting culture, per- 


meated by accounting discourse (Burchell et al., 
1980 ), making policy on the basis of accounting 
priorities (Kaplan, 1984) and judging the per- 
formance and potential of aspirant senior mana- 
gers in accounting terms. Seeing the best of rea- 
sons to perpetuate itself and well able to do so, 
such a culture tends to exclude the operational 
manager (the engineer, for example, or the pro- 
duction manager ) from senior positions as lack- 
ing a correct sense of priorities and lacking 
essential qualities of judgement (Armstrong, 
1987b). Engineering and production manage- 
ment become low-status, dead-end careers (Gill 
& Lockyer, 1979; Child et al., 1983) whilst a 
large proportion of the nation’s most able 
students enter courses of study which will ulti- 
mately reinforce the accounting dominance of 
British management. It is not necessary to en- 
dorse the views of the engineering profession of 
this state of affairs (e.g. Finniston, 1978) to see 
that a contradiction is involved. An accounting 
managerial culture creates both a supply and a 
demand for additional accounting functions 
which therefore tend to expand, whilst the pro- 
cess is endorsed by an occupational ideology 
which sees this process as very much in the in- 
terests of principals (see, for example, Oliver, 
1987, for an argument that the profession should 
take the initiative in “selling” extra services in 
the quality-control area). Indeed, it is only the 
comparative scarcity of professional accoun- 
tants in the managerial hierarchies of the highly 
successful capitalist economies of West Ger- 
many and Japan (e.g. Handy, 1987) which pro- 
vides the intellectual leverage with which to 
question the British situation. 

In principle, this type of contradiction is not 
specific to the accounting functions, though 
there are specific features of the British 
economy which have meant that it has been 
primarily these, amongst the monitoring 
specialisms, which have achieved dominance 
(Armstrong, 1987a). The displacement of trust 


onto any monitoring function will mean that this 
tends to dominate the senior levels of manage- 
ment and so form an attractive career path. This 
creates incentives to devise additional variants 
of the basic monitoring technique, in the con- 
text of a senior management culture which is al- 
ready receptive. The monitoring presence in 
positions of trusted agency therefore tends to 
expand within whatever limits are set by the 
ability of ownership to penetrate a senior man- 
agement culture centred upon the occupational 
ideology of the dominant monitoring specialism. 
Since, in the British case, owner interests are 
largely mediated through investing institutions, 
the ability of ownership to question the tenets of 
an accounting culture of management may not 
be very great. 

The examples given here are intended to 
demonstrate the feasibility of analysing the 
capitalist agency relationship in terms of con- 
tradictions, rather than to present a systematic 
treatment. That is a large task which will be at- 
tempted in a future publication. What is clearly 
needed is an empirical and historical analysis of 
the development of the role of accounting 
within the capitalist agency relationship, in- 
formed by the theoretical framework of con- 
tradiction and crisis. A preliminary sketch along 
these lines has been given by Armstrong (1989), 
but the eventual aim should be to clarify the 
inter-relationships of the various types of con- 
tradiction and crisis, and their anchorage in the 
basic contradictions of the capitalist social rela- 
tions of production. 


CONCLUSIONS 


Although agency theorists have long consi- 
dered that they possess the means to regenerate 
the study of organizations, this paper has shown 
that the present paradigm of agency research 
offers nothing more than an addition to the exist- 
ing volume of functional analysis of accounting 
monitoring and incentive systems. In certain 
respects, indeed, it represents a step backwards 
from traditional analyses of the behavioural as- 
pects of accounting, because of the narrowly 
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utilitarian concepts of motivation and function- 
ality characteristic of agency theory. . 

On the other hand, the concept of the agency 
relationship, by foregrounding the role of 
accounting in the articulation of the power of 
capital within the modern corporation, offers 
the potential for a coherent radical theorization 
of the dynamic interplay between the develop- 
ment of accounting and capitalist organization. A 
radical theory of agency along these lines needs 
to be concerned, not with the functional re- 
quirements of top-down control, but with the 
contradictions involved in attempts to achieve 
effective and stable agency relationships within 
the capitalist social order, and with the location 
of accountancy within these contradictions. 

The paper indicates how contradictions 
within the capitalist agency relationship stem 
ultimately from the systemic contradictions of 
capitalism itself. Thus attempts to overcome one 
set of contradictions give rise to others, and so to 


a permanent potential for dynamism in 
organizational forms and the role of accounting 
within them. The perspective therefore leads to 
a historical, processual view of accounting and 
organization rather than the static, functionalist 
(and tacitly prescriptive) view of existing 
agency theory. 

This theoretical development depends on 
viewing the agency relationship as constituted 
by social action, rather than as constructed from 
“objective” accounting and economic entities 
and inhabited by utilitarian puppets. This and 
other major difference between existing agency 
theory and the proposed radical theorization are 
summarized in Table 1. 

The paper has also attempted to initiate the 
systematic analysis of contradictions within the 
capitalist agency relationship. These fundamen- 
tally centre on the necessity for capital owner- 
ship to allow agents who are not capital owners 
some degree of freedom to act as if they were. 


TABLE 1. Existing and radical theories of agency: a summary 


Characteristic Existing agency theory 
Epistemology Positivist view of structure and 
economic entities. 
Wider social structures ignored. 
Methodology Hypothetico/predictive, 
quantitative data. 
View of social action Determinist — economic man. 
Image of organization System of contracts. 
Availabie means of control Accounting-based incentive 
and monitoring systems. 
View of organizational processes Negotiation of contracts. 
Reactions determined by contractual terms. 
Agency costs Bonding, monitoring and residual costs 
of mismatch of agents’ policies and 
principals’ interests. 
Problematic Concerned with means of controlling 


agents. 


Radical agency theory 


Structures and economic entities 
are socially constructed. 
Wider structures of capitalism assumed. 


Interpretive 

Social action based on meanings. 
Related to interests as ideology. 
System of control 


Incentives, monitoring and 
socially produced trust. 


Complex politics of seeking and 
allocating trust. 


Agency costs include social production 
of trust. 


Concerned with analysis of 
contradictions in means of controlling 
agents. 
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Firstly, whilst the incentive and monitoring 
systems of existing agency theory are one means 
of attempting this, these, in the real world, are 
complemented — and partially contradicted — 
by various methods of producing trust relation- 
ships between agents and principals. Secondly, 
since the social production of trust is an expen- 
sive matter, not least because of the "loyalty 
bonus" which attaches to positions of trust, 
there is an incentive for owners and senior 
agents to displace trust from the immediate 
agency relationship onto agents who can 
monitor the activities of others. The economic 
benefits attaching to position of trusted agency, 
however, creates an incentive for agents to ob- 
tain or defend positions of trust, regardless ofthe 
interests of ownership. Thirdly, the tendency 
observable in  Anglo-Saxon capitalism, to 
economize on the overall system of agency rela- 
tionships by displacing trust from agents in- 
volved in the mental labour of production onto 
those whose prime function is to monitor the ef- 
forts of others, arguably impedes the production 
of economic surplus on which the system 
ultimately depends. 

Implicit in the theory presented here are a 
number of pointers for future empirical and 
theoretical work. 

Since a social action approach to the agency 
relationship needs to emphasize the meanings 
which people attached to incentive and 
monitoring systems, there is a clear need for 
more studies of what meanings are attached to 
these. This points towards further ethno- 
methodological field studies of the use of ac- 
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Abstract 


The incorporation of opportunity cost is stressed in normative approaches to resource allocation decisions. 
Empirical evidence has revealed a variety of behaviours. A consequence of inappropriate treatment of 
opportunity costs is an incorrect assessment of the economic consequences of resource allocation 
decisions. Improved understanding of why some managers treat opportunity costs inappropriately permits 
identifying situations where the incorrect economic evaluations will lead to sub-optimal resource 
allocation and therefore provides a basis for remedial action. This study identifies two conditional factors 
which potentially influence the way managers respond to opportunity cost information. 

These factors are managers' cognitive style and whether or not managers sponsor a project (project 
sponsorship), and it is argued that they influence managers’ decisions on opportunity costs in situations in 
which opportunity cost implications are implicit. In particular, the paper proposes, first, that in the absence 
of project sponsorship, managers with an "intuitive" style of "taking in data" will tend to incorporate 
opportunity costs in their economic decisions whereas those with a "sensation" style will not. Second, it is 
suggested that because sponsorship encourages managers to ignore negative economic signals 
(sponsorship bias) any effects of cognitive style will be moderated in conditions where sponsorship is 
evident. . 

A laboratory experiment with managers as subjects was used to examine these propositions. The results 
indicated that intuitive managers tended to incorporate opportunity costs in their decisions, whereas 
sensation individuals appeared to focus more on the directness of the relationship between expenditure 
and a project to determine the relevance of the cost. Opportunity cost implications tended not to be 
identified by the sensation group. Evidence was found that sponsorship moderated thc influence of 
cognitive style on decisions to include opportunity costs. 


The incorporation of opportunity costs into re- 
source allocation decisions is stressed in norma- 
tive approaches to both management account- 
ing (Horngren & Foster, 1987) and capital 
budgeting (Brealey & Myers, 1984). However, 
empirical evidence on the way managers re- 
spond to opportunity. costs has revealed a vari- 
ety of behaviours. Some studies have de- 
monstrated that managers do include opportun- 
ity costs (Neumann & Friedman, 1978; Fried- 
man & Neumann, 1980), while others have 
questioned whether decision makers correctly 


include the concept in their resource allocation 
decisions (Becker et al, 1974; Buzzell & Chussil, 
1985; Northcraft & Wolf, 1984; Kaplan, 1986). 
Several studies have demonstrated that decision 
makers tend to include opportunity cost data 
only when explicitly provided (Friedman & 
Neumann, 1980; Northcraft & Neale, 1986). 
However, research on decision making in or- 
ganizations indicates that managers frequently 
lack knowledge about alternatives (March, 
1987). Typically, managers do not have explicit 
and relevant information on a well-defined set of 


*Our thanks to Peter Brownell for helpful comments on earlier drafts of this paper. 
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alternatives. March (1987) refers to the identifi- 
‘ cation ofalternatives as the main uncertainty fac- 
ing managers in the decision making process. 

As yet there has been no research which 
examines how managers treat opportunity costs 
in the common decision situation where explicit 
information on these costs is lacking. The cur- 
rent research seeks to identify factors which may 
potentially influence the way managers respond 
to opportunity costs when relevant data are not 
explicitly provided. Identification of such fac- 
tors should enhance our understanding of why 
some managers respond to opportunity costs in 
ways that may be inconsistent with normative 
economic theory. This information could then 
be used to identify those situations in which 
structural and procedural precautions are neces- 
sary to correct limitations and biases in human 
information processing and so ensure the cor- 
rect treatment of opportunity costs. 

The paper argues that decision makers’ cogni- 
tive style, and the existence of project sponsor- 
ship, will influence their response to opportun- 
ity costs in situations in which the relevant infor- 
mation is implicit. In particular, the research 
considers the extent to which (1) managers 
with an “intuitive” rather than “sensing” cogni- 


tive style have a proclivity to incorporate im- 


plicit opportunity costs in their economic analy- 


sis, and (2) project sponsorship encourages - 


managers to ignore negative economic signals 
derived from opportunity costs which are 
nevertheless relevant to the resource allocation 
decision. A proposition derived from examining 
the potential influence of these conditional fac- 
tors is that, while cognitive style may have a 
main effect, this will be moderated by the influ- 
ence of sponsorship. 

The remainder of the paper is structured as 
follows. First, evidence on the treatment. of 
explicit and implicit opportunity costs is discus- 
sed and theoretical reasons are advanced as to 
why opportunity cost signals, which adversely 
affect a project, may be ignored. This involves 
consideration .of the effects of cognitive style 
and sponsorship bias. This is followed by a de- 
scription of the research design, discussion of 
the results, and finally conclusions. 


THE NOTION OF OPPORTUNITY COST 


Opportunity cost is a concept which is funda- 
mental to determining which items are to be in- 
cluded in the cash flows of resource allocation 
decisions. Opportunity cost has been defined as 
"the cash it (a resource) could generate for the 
company if the project were rejected and the re- 
source sold or put to some other productive 
use" (Brealey & Myers, 1984, p. 87). Thus op- 
portunity costs arise from alternative future uses 
of existing assets as well as from alternative uses 
of future out-of-pocket cash flows. 

An important consideration in determining 
opportunity cost is knowledge of the next best 
alternative. Zero opportunity costs implies that 
the asset is linked spectfically to a project and 
has no alternative uses including zero salvage 
value if the asset is physical. However, if the asset 
has more general applications, then the possibil- 
ity of alternative uses generates opportunity 
costs, The specification of the precise amount of 
opportunity cost for assets that have multiple al- 
ternative uses can become difficult and accoun- 
tants tend to resort to allocation procedures to 
impute the value of physical assets in alternative 
uses (Dopuch et al, 1982, p. 34). 


Explicit compared with implicit 

Research on the treatment of opportunity 
costs has investigated whether managers in- 
clude them in ways consistent with normative 
economic theory (e.g. Becker et al, 1974; 
Neumann & Friedman, 1978; Friedman & 
Neumann, 1980; Hoskin, 1983; Northcraft & 
Neale, 1986). While the evidence on the treat- 
ment of opportunity costs is somewhat mixed, 


decision makers seem to include them if the op- 


portunity cost data are provided explicitly. 
Becker et al (1974) found that subjects in an ex- 
perimental situation made decisions that indi- 
cated they either ignored or discounted oppor- 
tunity cost information. Neumann & Friedman 
(1978) modified the experiment by presenting 
explicit information about opportunity costs 
and found that this triggered subjects to use the 
opportunity costs. Friedman & Neumann 
(1980) replicated and extended the previous 
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two studies and found that subjects did use op- 
portunity cost information when the informa- 
tion was provided explicitly. However, the sub- 
ject did not try to impute amounts of potential 
opportunity costs when no information was pro- 
vided regarding their magnitude. The authors 
concluded that opportunity cost was included 
only when it was explicitly available. Further 
evidence confirming the view that individuals 
tend to include explicit opportunity cost is pro- 
vided in studies by Hoskin (1983) and North- 
craft & Neale (1986). 

In summary, existing studies have provided 
support for the view that managers tend to in- 
clude opportunity costs when explicit informa- 
tion is provided on alternatives. However, we 
have little understanding of why some managers 
exclude opportunity costs in the more ambigu- 
ous, and common situation, where alternatives 
are not explicit. The current study seeks to iden- 
tify factors which may help explain why some 
managers do not treat implicit opportunity costs 
in ways consistent with normative theory. The 
research seeks to provide evidence relating the 
treatment of implicit opportunity costs to an in- 
dividual’s cognitive style and to whether or not 
the individual has sponsored the project. 


COGNITIVE STYLE 


The importance of studying personality and 
cognitive style in accounting has been stressed 
by many researchers (Gul, 1984; Brownell, 
1981; Dermer, 1973; Benbasat & Dexter, 1979; 
Pratt, 1980). Benbasat & Dexter (1979) em- 
phasized the need to understand user charac- 
teristics in order to design better information 
systems. Gul (1984, p. 246) summarized the 
purpose of studying individual characteristics by 
stating that research into the effects of personal- 
ity seeks to "facilitate the preparation of ac- 
counting information that is most suited to the 
user’s information processing needs." — — 

Cognitive style is used in this study because of 
the theoretical links between the concept and 
the way individuals perceive opportunity cost 
data. Cognitive style has been defined as the way 


an individual processes, transforms and restruc- 
tures stimuli received from the environment to 
shape a resulting response (Doctor & Hamilton, 
1973). 

There have been several ways of specifying 
cognitive style. Doctor & Hamilton (1973) de- 
veloped a conceptual scheme which classified 
individuals as high or low analytics. High analy- 
tics tend to experience the specific aspects of 
their environment as discrete from the or- 
ganized background rather than merged to- 
gether, while low analytics have difficulty in per- 
ceiving parts of their environment as discrete. 
Low analytics focus on the broad situation and 
this influences the way different aspects are ex- 
perienced. Huysmans (1970) used a slightly dif- 
ferent typology to distinguish two cognitive 
styles which he described as “analytics” and 
“heuristics”. The former deals with information 
in a structured, rational way building up under- 
standing from clearly identifiable parts. The lat- 
ter tends to grasp situations in their totality 
rather than constructing them from the separate 
parts. Evidence suggests that analytics are better 
suited to tasks which can be approached in a 
structured and repetitive way, while heuristics 
are better suited to grasping new situations 
quickly (Mock et al, 1972; Vasarhelyi, 1977). 

While the basic concepts of analytic and 
heuristic cognitive styles have been clearly ar- 
ticulated, the means of measuring these styles 
have varied. Several researchers have suggested 
that a lack of reliable measurement has been re- 
sponsible for the disappointing findings of 
studies which have examined the relationship 
between cognitive style and behaviour (Zmud, 
1978; Huber, 1983; Blaylock & Rees, 1984). 

A consequence of these limitations has been 
the advocacy of the Jungian typology of cogni- 
tive styles and the use of the related and widely 
validated Myers—Briggs Type Indicator (MBTI) 
(Macintosh, 1985; Henderson & Nutt, 1980; . 
Keen & Bronsema, 1981; Blaylock & Rees, 
1984). In summarizing recent research on cog- 
nitive style, Blaylock & Rees (1984) suggested 
that the Jungian typology provides a particularly 
useful approach to examine how managers' cog- 
nitive style affects their information preferences 
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and decision behaviour. One aspect of the Jun- 
gian typology distinguishes two modes for “tak- 
ing in", or perceiving, information — "sensation" 
and "intuition".! This distinction may be linked 
in a general way to the analytic and heuristic 
classification, with the former relating to sensa- 
tion and the latter to intuition. Macintosh ( 1985, 
p. 104) concluded that the Jungian typology is 
more descriptive of cognitive characteristics 
that affect the way individuals perceive account- 
ing information. 

The characteristics of sensation and intuitive 
cognitive styles are described in Myers (1980), 
Myers & McCaulley (1985), and several implica- 
tions for the way individuals approach account- 
ing information are suggested by Macintosh 
(1985), Blaylock & Rees (1984), and Henderson 
& Nutt (1980). In summary, individuals who 
perceive information . by sensation prefer 
specific, concrete, objective; hard facts and de- 
tails. They are inclined to collect more informa- 
tion rather than generalize from existing data, 
and even given a great deal of information are 
not inspired to identify messages buried in the 
data. They prefer the specific but lack aptitude 
for abstracting from the data. Intuitive individu- 
als, by contrast, are more inclined to perceive 
the abstract, symbolic and theoretical relation- 
ships. They have the propensity to identify the 
totalities of a situation and are prepared to make 
broad leaps to conclusions. 

While Macintosh (1985, p. 104) suggested 
that the Jungian typology of cognitive style is 
likely to become a dominant personality con- 
cept in accounting research, there are as yet few 
studies that use the typology to explain decision 
makers' broad preferences for information re- 
lated to accounting and resource allocation de- 
cisions (e.g. Henderson & Nutt, 1980; Blaylock 
& Rees, 1984). The way in which cognitive style 
influences decision makers' preference for cost 
data has not been investigated. However, plausi- 


ble reasons as to why cognitive style might influ- 
ence managers' treatment of implicit opportun- 
ity costs may be deduced from the way the 
characteristics of sensation and intuitive styles 
influence individuals' framing of decision prob- 
lems. 


Tbe framing of resource allocation decisions 

Tversky & Kahneman (1981) proposed that 
psychological factors influencing the perception 
of decision problems produce shifts of prefer- 
ence when different individuals consider the 
same problem. They refer to these preferences 
as "decision frames", and claim that the formula- 
tion of frames is controlled partly by the per- 
sonal characteristics of the decision-maker. 

In the current research cognitive style is used 
to explain how individuals, with an intuitive cog- 
nitive style, frame the decision of cost relevance 
in ways that enable implicit opportunity costs to 
be perceived, whereas sensation managers 
frame the problem in ways that lead to the incor- 
rect treatment of opportunity costs and con- 
sequently wrong decisions. 

Consider the cost items which typically are as- 
sociated with a capital resource decision and 
their treatment from the viewpoint of normative 
economic and accounting theory (Brealey & 
Myers, 1984). A variety of future out-of-pocket 
expenditures will usually be incurred and will al- 
ways be relevant. There may also be past expen- 
ditures which may be relevant depending on 
whether there are any opportunity costs as- 
sociated with them. Some past expenditures in- 
volving outlays on product development or test 
marketing have no alternatives, are therefore 
sunk, and are not relevant to the analysis. Past ex- 
penditure on physical assets can be of two types. 
First, there are assets of the project which may 
have alternative economic uses. The value ofthis 
usage represents opportunity cost and as such 


! Jungian theory is a multi-dimensional concept that relates to individual processes of perception (sensation or intuition), 
attitudes (extraversion or introversion), processes of judgement (thinking and feeling), and the style of dealing with the 
outside world (judgement or perception ) (Myers & McCaulley, 1985). The dimension of “processes of perception (sensation 
or intuition)" was chosen for the current study on the basis of the particular theoretical arguments linking it to individuals’ 


perceptions of opportunity cost information. 
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should be incorporated in an evaluation of the 
viability of the project. However, potential alter- 
native uses for existing assets are not always im- 
mediately obvious. Second, there are existing 
physical assets which have no alternative uses. 
These should not be included in project evalua- 
tion, even though they may have been specifi- 
cally purchased or constructed for the project 
being analysed. 

It is the characteristics of spectficity of the link 
between the asset and the project, and potential 
alternative uses for the asset that are important 
in considering how cognitive style influences 
the way individuals frame decisions involving 
opportunity cost data. 

Intuitive individuals have a broad frame of re- 
ference. They focus on the global situation and 
are more able to move from specific data to 
broad abstract notions. Consequently, we ex- 
pect intuitives to identify more readily the possi- 
bility that some existing assets may have alterna- 
tive uses and that this should be taken into ac- 
count in project evaluation. Their evaluation 
will be framed from a holistic formulation taking 
into account a broader spectrum of potential 
economic consequences. 

sensation individuals are concerned with 
specific and concrete information. These indi- 
viduals are less likely than intuitives to perceive 
alternatives associated with existing assets un- 
less information on their use are provided 
explicitly. 

Moreover, sensation individuals, being con- 
cerned with concrete facts, are more likely to 
conclude that an expenditure on an existing 
asset will be relevant to project evaluation if it 
can be related specifically to the project. This 
may result in incorrectly treating as relevant, 
past expenditures on assets incurred specifically 
for the project, but for which there are no alter- 
native uses and therefore no opportunity costs. 
Following the same reasoning, sensation indi- 
viduals will tend to treat as irrelevant past ex- 
penditures on assets, used by a project, but 
which do not have specific links to the project. 
An example would be spare capacity of a 
machine justified on an earlier project, but avail- 
able for the current investment. This decision is 


likely to be maintained even when the asset has 
potential alternative uses, and as a consequence 
has positive opportunity costs. In this situation 
the sensation individuals do not have hard evi- 
dence linking the asset expenditure to the pro- 
ject, such as invoices or authorizations, and do 
not frame their decision in global terms which 
involves consideration of potential alternative 
uses for the assets. 

The basic proposition being asserted is that, in 
the absence of sponsorship bias, the treatment of 
implicit opportunity costs in resource allocation 
decisions will be associated with an individual’s 
cognitive style to take in information. In particu- 
lar, it is suggested that managers with an intui- 
tive cognitive style will tend to include past ex- 
penditure on assets which are of a general pur- 
pose nature and have implicit opportunity costs, 
whereas those with a sensation cognitive style 
will exclude them. It is also proposed that mana- 
gers with a sensation cognitive style will tend to 
include past expenditure on assets which are 
specifically tied to the project but have zero op- 
portunity costs, whereas those with an intuitive 
cognitive style will exclude them. The manner 
in which cognitive styles are expected to influ- 
ence the treatment of opportunity costs is sum- 
marized in Fig. 1. The way in which sponsorship 
bias confounds the effect of cognitive style is 
argued in the following section. The effects of 
cognitive style may be presented as the follow- 
ing hypotheses. 


Hla. In the absence of sponsorship, managers with a sen- 
sation cognitive style will include past expenditure on 


physical assets which are of a specific purpose nature, 
whereas those with an intuitive style will exclude them. 


H1b. In the absence of sponsorship, managers with an in- 
tuitive cognitive style will include past expenditures on 
physical assets which are of a general purpose nature, 
whereas those with a sensation cognitive style will 
exclude them. 


SPONSORSHIP BIAS 


In this study sponsorship bias is identified as 
one aspect of the social context which may influ- 
ence the way in which managers process infor- 
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mation related to resource allocation decisions 
and that this influence may modify the effect of 
cognitive style. 

The significance of social and political proces- 
ses in understanding resource allocation deci- 
sions has been stressed by several authors (e.g. 
Bower, 1972; Mintzberg, 1975; Mintzberg et al, 
1976; Carter, 1971; Dearborn & Simon, 1958; 
Barna, 1962; Carter & Williams, 1958; March, 
1987). The importance to project acceptance of 
the sponsoring manager's commitment is a cen- 
tral aspect of the socio-political dimension of the 
decision process (Bower, 1972, 1974; Cohen & 
Cyert, 1975; Dearborn & Simon, 1958; William- 
son, 1970). Bower (1974, p. 22) suggested that 
a project's chance of receiving funding will be 
enhanced if it “receives the sponsorship of one 
of the limited groups of executives that has the 
power to move projects and plans". Managers 
with a strong formal or informal power base will 
be well placed to gain funding for favoured pro- 


jects. The importance to project acceptance of’ 


managerial sponsorship has been seen to derive 
from the confidence that the funding body has in 


the overall judgement of the manager (Bower, 


1972). 

The importance of sponsorship bias to the 
current study is that managers who include im- 
plicit opportunity costs in non-sponsorship situ- 
ations, may be motivated to exclude when they 
sponsor the project. This effect is based on the 
proposition that once a commitment-to a project 
has been made, managers are likely to maintain 
their advocacy for the project with great stabil- 
ity and tenacity, even when faced with negative 
signals. March & Simon (1958) commented on 
the propensity of managers to see things that are 
consistent with their viewpoint and noted that 
responses may include selective perception and 
rationalization. 

In an early empirical study, Dearborn & Simon 
(1958) concluded that managers select aspects 
of a situation that relate specifically to the ac- 
tivities and goals of their departments and 
argued that managers may deliberately ignore 
information that they perceive as irrelevant to 
their goals or motives. Mintzberg et al (1976) 
suggested that managers are often not open to 


suggestions and reason once a decision has been ' 
announced. They referred to a "confirming" pro- 
cess in which implicit choices are subsequently 
rationalized. 

The phenomenon of “escalating commit- 
ment” has been suggested as a theoretical reason 
why an individual may be motivated to persist 
with a course of action despite negative feed- 
back on its likely outcome (Duhaime & 
Schwenk, 1985; Staw, 1976, 1980, 1981; Staw & 
Ross, 1978; Conlon & Wolf, 1980; Brockner et 
al, 1979). Schwenk (1986, p. 304) summarized 
the notion of escalating commitment: 


Many different personal and organizational decisions in- 
volve an initial commitment of resources (time, effort, 
moncy etc.) followed by results which suggest initial fai- 
lure and a need for additional commitment which may 
save the venture. 


Staw (1980) suggested that individuals are moti- 
vated by a need to be considered competent and 
rational. This drive encourages individuals to 
justify previous decisions in order to prove com- 
petence. Staw & Ross (1978) referred to this 
phenomenon as “retrospective rationality”, and 
argued that further commitment to a failing 
course of action is an ego-defensive response 
which will be particularly pronounced when the 
individual is personally responsible for the 
course of action. Evidence on escalating com- 
mitment can be found in a wide variety of deci- 
sions ranging from international politics to busi- 
ness organizations and individuals (Duhaime & 
Schwenk, 1985; Staw, 1981). A particularly rele- 
vant study reported by Staw (1976) involved an 
experimental setting which investigated how 
business school students allocated research and 
development funds to operating divisions. He 
found that more funds were allocated after sub- 


| jects received negative feedback than when they 


received positive feedback. The study also indi- 
cated that more funds were allocated when the 
subject was personally responsible for making 
the initial commitment. 


POTENTIAL INTERACTION 


There has been no clearly articulated theory 
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as to why social processes, such as sponsorship 
bias should dominate over the influence of cog- 
nitive style. However, several commentators 
have stressed the need to consider the social en- 
vironment as a potentially dominating factor 
which can modify individual attitudes and be- 
haviour (Neisser, 1976; Pepitone, 1981). It is 
not that cognitive style does not affect be- 
haviour, rather that there are many other con- 
textual factors which may dominate behavioural 
responses. 

In accounting, Libby & Lewis (1982) 
suggested that one of the difficulties of identify- 
ing the influence of psychological factors, such 
as cognitive style, is that in any given situation 
many factors influence how individuals process 
information. These additional factors may be 
either psychological, social, organizational or 
environmental. Blaylock & Rees (1984) argued 
that the diverse results of existing studies into 
the effect of cognitive style may be due to a lack 
of comparability between the research settings 
of different studies. 

The motivational impact of sponsorship bias 
on managers to exclude negative economic sig- 
nals, forms the basis for formulating the interac- 
tion hypothesis of this study. This hypothesis 
identifies an interaction between the effects of 
cognitive style and sponsorship bias. We expect 
managers who, in non-sponsorship situations, 
may have a proclivity to include past expendi- 
tures because of their cognitive style, to exclude 
them when sponsoring the project. Specifically, 
sponsorship will cause those intuitive managers 
who include general purpose assets, and sensa- 
tion managers who include expenditure on 
specific assets, to reverse their decisions and to 
exclude the items. The interaction is ordinal as 
we expect managers who elect to exclude in 
non-sponsorship situations to continue exclud- 
ing in a sponsorship decision environment. 

To summarize, the hypothesis relating spon- 
sorship bias to the current study proposes that 
the effect of cognitive style, which generates in- 
clude decisions, will be confounded by sponsor- 
ship bias. 


H2. There is a significant interaction between project 
sponsorship bias and managers’ cognitive style affecting 


their treatment of past expenditures on assets associated 
with capital project evaluation such that: intuitive mana- 


gers who include past expenditure on general purpose 
assets and sensation managers who include past expendi- 
ture on specific purpose assets in non-sponsorship situa- 
tions, will exclude these items when sponsoring projects. 


Figure 1 summarizes the predicted effects of 
these hypotheses. 


RESEARCH DESIGN 


Subjects 

The subjects were 64 middle to senior level 
managers participating in an executive pro- 
gramme. The programme was designed for the 
general manager and this was reflected both in 
the varied backgrounds of the participants and 
the content of the programme. All had prior ex- 
perience with capital resource allocation deci- 
sions and with sophisticated capital budgeting 
techniques, including discounted cash flow 
analysis. A few were already general managers, 
others were being prepared for this responsibil- 
ity. All came from firms which were large cor- 
porate entities employing more than 1000 
people. The ages of managers were between 
thirty and fifty, with the majority being in their 
early forties. 


Method 

The study sought to investigate the effects of 
cognitive style on managers’ decisions on oppor- 
tunity costs in conditions with and without 
sponsorship bias. Managers were randomly as- 
signed into two groups. The treatment group of 
34 managers was provided with sponsorship 
cues. The control group of 30 managers had no 
sponsorship cues. Random assignment of mana- 
gers assisted in equating the treatment and con- 
trol groups on conditions other than sponsor- 
ship bias, thereby enhancing the internal validity 
of the study. 

All managers completed the Myers—Briggs 
(1977) cognitive style instrument (Form G) 
which scored them by the way in which they 
take in information (sensation equals low scores 
and intuition equals high scores). This instru- 
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Fig. 1. Moderating effect of sponsorship on cognitive style. 


ment has been subject to widespread scrutiny 
and considerable support can be found to attest 
to its reliability and validity (Carlson, 1985; 
Schweiger, 1985; Kerin & Slocum, 1981). Using 
procedures given in Myers & McCaulley (1985) 
cognitive style was scored continuously by sub- 
tracting the numeric sensation preference 
scores from 100, and adding intuition prefer- 
ence scores to 100. Table 1 provides details of 
the cognitive style distributions. It is also 
noteworthy, of the sample 55% had sensation 


scores and 45% had intuitive scores. This com- 
pares with general population averages for man- 
agers and administrators given by Myers & 
McCaulley (1985) of 56% and 44% respec- 
tively. 

Decisions on the relevance of opportunity 
costs were elicited by asking managers to in- 
clude or exclude a series of cost items related to 
a typical capital resource allocation decision, as 
described in a short case study. The case de- 
scribed the introduction of a new product. The 


TABLE 1. Descriptive statistics on cognitive style 


Number Average Standard Actual Possible 
of Subjects deviation range range 
Control 
(Non-sponsorship ) 34 
Sensation 18 68.88 16.59 38-92 33-99 
Intuition 16 120.94 14.33 102—144 101-151 
Treatment 
(Sponsorship) 30 | 
Sensation 17 68.23 14.15 39—89 33—99 
Intuition 13 122.00 13.33 106-140 101—151 
Total sample | 64 93.58 14.76 
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case information provided to both groups was 
the same except for the inclusion of sponsorship 
cues in the treatment group. In the treatment 
group a qualitative bias towards the project was 
encouraged by instructing managers that new 
products of the type being considered were im- 
portant to the company and that it was hoped 
that the project would make a significant con- 
tribution to the division. They were told that 
their division was most excited about the poten- 
tial launch of the product and that they had been 
closely involved in its development. This spon- 
sorship bias cue was chosen and worded to 
operationalize the principal notions of escalat- 
ing commitment. In the control group no such 
qualitative sponsorship bias cues were provided. 
This treatment represented the manipulation of 
sponsorship bias. 

The cues used to stimulate a sense of sponsor- 
ship are the type of social concerns de- 
monstrated to evoke biased reaction towards in- 
terpretation of information on resource alloca- 
tion (Bower, 1972; Mintzberg, 1973; Dearborn 
& Simon, 1958). The cues were tested in pilot 
studies with managers to confirm that they 
would feel a sense of commitment to important 
projects in which they had invested time and ef- 
fort. Managers indicated that these cues were 
the type of events that generated commitment. 

Besides describing the resource allocation de- 
cision, the case presented a decision tree with 
five decision points requiring a choice to in- 
clude or exclude a particular cost. The costs in- 
volved past expenditure on physical assets of a 
general nature (positive implicit opportunity 
costs), of a specific nature (zero opportunity 
costs), and one item which was specific to the 
project but had potential alternative uses. Two 
additional items were included to enhance the 
realism of the case, which hopefully encouraged 
managers to consider the issues within the case 
seriously (Swieringa & Weick, 1982, p. 80). The 
case together with the decision tree, is pre- 
sented in the Appendix, where different deci- 
sion paths can be identified. The managers were 
not required to perform any calculations to de- 
termine cash flows or the discounted value of 
combinations of cash flows. The chosen path 


through the decision tree led to the relevant 
financial return, which was given. This elimi- 
nated the possibility that mathematical errors 
were influencing their choices. 

The case made no reference to terminology 
such as sunk or opportunity costs. The situation 
was described in terms of the timing of outflows 
and whether the assets were of general or 
specific use. The experiment made it possible to 
identify how managers treated opportunity 
costs, without having to ask the question di- 
rectly. 

As can be seen from the decision tree in the 
Appendix, there are five decisions to be made. 
Items 2, 3 and 4 are concerned with physical as- 
sets and provide for testing the treatment of op- 
portunity costs. Item 1 is a clear sunk cost, and 
item 5 identifies an out-of-pocket, indirect cost, 
both of which may be found in typical capital in- 
vestment decisions. A brief description of these 
items follows: 


Item 1. Market research already spent. This 
cash outlay is an operating expense which has 
taken place prior to the analysis. 


Item 2. Amounts already incurred because of 
the product but expended on general building 
modifications. The most obvious interpretation 
for this item is that it has a specific link to the 
project. Given the view that the building modifi- 
cations do not have any alternative uses, there 
are zero opportunity costs. An element of am- 
biguity is present in this item. While the general 
building modifications were incurred specifi- 
cally for the project, they do enhance the overall 
value of the building. It is possible, although not 
stated in the case, that alternative products 
could be produced within these facilities, or, fail- 
ing that, the facility could always be sold. 


Item 3. Expenditure already incurred on 
machines used specifically for the product, hav- 
ing a net zero salvage value. These costs are past 
and, as there is no alternative economic use for 
the equipment, the opportunity cost is zero, 
even though the equipment is still physically 
present. 
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Item 4. The cost of current spare capacity on 
general purpose facilities already in existence. 
While these costs are past there are opportunity 
costs because of potential alternative uses. For 
example, within the ten year horizon chosen for 
the analysis of the new product, two obvious po- 
tential alternative uses are for existing and new 
products, or failing these, sale of the facility. 


Item 5. This item is a future cash operating ex- 
penditure. It is an increase in indirect selling and 
administrative costs linked to the project. 

The task was thoroughly pre-tested on a large 
number of executives and graduate business stu- 
dents. Also, a debriefing session was held with 
both groups to discuss their responses. Individu- 
als were instructed to provide written com- 
ments on how they perceived the items and why 
they responded in particular ways. No systema- 
tic difficulties in interpretation of the cost data 
were identified. 

The time allowed for responding to the capital 
budgeting situation was about 30 minutes. The 
task could be completed in this period because 
the salient facts were summarized in the case 
and the financial consequences of making diffe- 


rent selections were presented in the decision 
tree. Consequently the main task was to decide 
what were the relevant facts. 

The way in which items 2, 3 and 4 relate to the 
hypothesized effects is presented in Fig. 1. 


RESULTS 


Hia and H1b relate cognitive style to decision 
outcomes in non-sponsorship situations. Data 
from the non-treatment group were fitted to a 
probit regression to identify the statistical as- 
sociation between cognitive style scores and the 
exclude and include decisions. This equation 
had the following form: 


Y = B, + RX 


.where Y is the include or exclude decision, with 


exclude=0 and include= +1 (decisions 2, 3, re- 
late to Hla, and decision 4 relates to H1b). X is 
cognitive style, scored continuously, with high 
scores reflecting intuitive managers. 

Table 2 presents the results of the regressions. 


TABLE 2. Results of probit regression to test effect of cognitive style in the absence of sponsorship 


Variable - Coefficient Value Standard t p 
error 

Decision 

2 Intercept P, 1.44 0.75 1.94 0.05 
Cognitive style B; —0.02 0.01 «213 0.02 
Likelihood ratio test =4.81 df=1 p<0.05 

3 Intercept B, 2.65 0.91 2.89 0.01 
Cognitive style B —0.02 0.89 —2.62 0.01 
Likelihood ratio test =8,13 df -—1 p<0.01 

4 Intercept B, —1.49 0.76 — 1.98 0.05 
Cognitive style B; 0.02 0.01 2.07 0.02 
Likelihood ratio test —4.57 df —1 p<0.05 


As R° is not readily interpretable in probit analysis, the likelihood ratio test was used to establish the 
significance of overall regression equations (White, 1978). 
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This analysis indicates that for decisions 2 and 3, 
exclude choices were associated with more in- 
tuitive managers, while the include group was 
associated with sensation managers. For deci- 
sion 4, the include group was more intuitive 
while the exclude group was more sensation in 
cognitive style. 

Some elaboration upon managers' decisions 
can be provided using the qualitative responses 
provided by subjects. These responses represent 
general patterns of comments provided by man- 
agers, and are illustrative rather than com- 
prehensive. 

Hla was tested T decision items 2 and 3. 
Decision 2 was constructed with the expecta- 
tion that managers would perceive the expendi- 
ture as specifically related to the project. How- 
ever, it was possible that some individuals would 
consider the modifications to be transferable to 


alternative products. It was necessary to COn- : 


sider how respondents perceived the specific 
nature of this item. From explanations on re- 
turned cases and from the debriefing sessions, 
the expectation that both sensation and intuitive 
individuals would perceive the item as specific 
to the project was confirmed. 

Given this interpretation, the significantly 
lower sensation score for the group of managers 
including the item supports the prediction that 
these managers will tend to respond to the 
specificity of an item and include, even though 
there are no opportunity costs. 

Decision 3 refers to assets specific to the pro- 
ject having zero opportunity costs. The regres- 
sion confirmed that those taking the include de- 
cision were dominantly sensation type mana- 
gers, whereas the exclude decision comprised 
mainly intuitives. Comments received from sen- 
sation managers reflected the concern that even 
though the expenditure on special purpose 
machinery was past, it was an integral part of the 
project and therefore must be included. Intui- 


tives tended to refer to the cue that the equip-. 


ment had no resale value and apparently no 
transferability to other products. 

H1b was tested using decision item 4. For this 
item it was clear that the more intuitive mana- 
gers who elected to include, tended to perceive 


the spare capacity as only temporary. Some 
suggested that capacity might be required to 
produce the existing products which were still 
growing. Others argued that the correct value 
would be the replacement cost for new capacity 
but were prepared to use the book value as a sur- 
rogate. Several intuitive managers also suggested 
that if the capacity was to remain spare it might 
be possible to downsize the facility. Again these 
managers were prepared to use book value as a 
surrogate for liquidation value. To summarize, 
many intuitive managers indicated that they 
would include but would request information 
on the above alternatives. Sensation managers 
tended to stress that the expenditure was incur- 
red and justified for another product and there- 
fore irrelevant to the current project. 

Overall these results are consistent with the 
view that, in the absence of sponsorship, cogni- 
tive style influences the way managers treat im- 
plicit opportunity cost information. Such evi- 
dence supports Hla and H1b. 

To test the effect of sponsorship acting as a 
moderating variable, data were fitted to the fol- 
lowing equation using probit regression: 


Y = B, + BX + BW + BAXW 


where Y is the include or exclude decision, with 
exclude=0 and include= + 1 (decisions 2, 3, 4). 
X is cognitive style, scored continuously, with 
high scores reflecting intuitive managers. W is 
sponsorship, with — 1 for no sponsorship and + 1 
for sponsorship. XW is the interaction between 
sponsorship and cognitive style. 

The use of this equation provides a means for 
testing the significance of the interaction be- 
tween cognitive style and sponsorship. The 
multiplicative interaction variable was calcu- 
lated as follows. The cognitive style variable was 
reconstructed by using the original numeric 
scores and treating intuitive as positive and sen- 
sation as negative. The product term was a con- 
tinuous variable, the sign of which indicated the 
nature of the interaction. 

The construction of this interaction term pro- 
vided a means for testing the hypothesis that 
cognitive style will have an effect in a non-spon- 
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sorship situation but that this effect will not per- 
sist after introduction of sponsorship. A signifi- 
cant result requires that B4 be significantly diffe- 
rent from zero. It is predicted that B, will be sig- 
nificant and positive for decisions 2 and 3, and 
negative for decision 4, as demonstrated in 
Fig. 1. 

The results of this regression are presented in 
Table 3. For decisions 2 and 3, B, is significantly 
positive at p<0.05 and p<0.01 respectively, 
however in decision 4 it is not significant. The 
results for decisions 2 and 3 are consistent with 
the view that sensation managers will alter their 
decisions from include implicit opportunity 
costs to exclude as a consequence of sponsoring 
the project. However, in decision 4, changes 
from include to exclude because of sponsorship 
were not sufficiently different in the intuitive 
group from changes in sensation managers' deci- 
sions to generate a significant interaction. 


Furtber analysis of tbe interaction 

À more focused examination of the interac- 
tion is possible by rescoring cognitive style 
categorically and analysing the interval scaled 


data as presented in the contingency Table 4. 
Procedures for scoring cognitive style categori- 
cally are described by Myers & McCaulley 
(1985). 

Loglinear analysis was employed to test the 
significance of the interaction term to predict 
managers' decisions within each of the cells of 
Table 4. Table 5 provides tests that K-way effects 
are zero. It is the three way interaction (deci- 
sion, cognitive style and sponsorship) that is of 
importance to this part of the analysis, The in- 
teraction is significant for decision 2 and 3, but 
not for decision 4. These results are consistent 
with the previous analysis, using continuously 
scored cognitive style. 

In examining the interactions it is important 
to identify the exact nature of the hypothesized 
effects. Recall that H2 is precise in terms of the 
particular interactions that are predicted. It is 
only in situations where managers include ex- 
penditure, that sponsorship will effect a change 
to an exclude decision. Specifically, this may 
occur for sensation managers’ decisions on 
items 2 and 3, and for intuitive managers' deci- 
sions on item 4. These are identified as cells a, c 


TABLE 3. Results of probit regression to test moderating effect of sponsorship 





Variable Cocfficient Value Standard t p 
CITOT 
Decision i 
2 Intercept B, —0.48 0.57 —1.19 
Cognitive style Ba —0.01 0.01 —1.20 ns 
Sponsorship B3 —0.41 0.34 —1.19 
Cognitive style X 
sponsorship P4 '0.01 0.01 1.71 «0.05 
Likclihood ratio test =7.81 af=3 p<0.05 
3 Intercept B, 1.19 0.64 1.87 <0.05 
Cognitive style ) 8; —0.01 0.01 — 1.48 <0.10 
Sponsorship ; B, —0.61 0.34 —1.78 «0.05 
Cognitive style X l 
B ` 0.02 0.01 2.45 <0.01 
Likelihood ratio test = 13.76 df=3 p<0.01 
4 Intercept B: ~1.01 0.57 1.77 <0.05 
Cognitive style Ba 0.01 0.01 2.00 <0.02 
Sponsorship Bs —0.59 0.33 -1.73 <0.05 
Cognitive style x i 
‘sponsorship B4 0.01 0.01 —0.87 ns 
Likelihood ratio test —7.86  . af=3 p<0.05 
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TABLE 4. Results of z tests for difference in proportions scoring cognitive style categorically - decisions 2, 3, and 4 
COGMITIVE STYLE 
Won Sponsorehip z | Non ‘| Sponsorship z 
Sponsorship |$ponsorshíp 
i oe eee O b 
Exclude 13 (77%) 
2 
Include 4 (23%) 
Exclude 11 (65X) 
. 3 
Include 6 (35X) 
Exclude 13 (77X) 
4 
Include & (23%) 
TABLE 5. Tests that K-way effects are zero-total model 
Decision K af Likelihood Db Chi-squared p 
2 1 3 4.86 ns 4.52 ns 
2 3 5.35 ns 5.38 ns 
3 1 3.73 0.05 3.84 0.0 
3 1 3 1.06 ns 2.20 ns 
2 3 5.81 ms 5.00 ns 
3 1 4.59 0.03 4.56 0.0 
4 1 3 3.08 ns 2.92 ns 
2 3 7.38 ns 7.58 ns 
3 l 0.50 ns 0.50 ns 


and f, respectively, in Table 4. Loglinear analysis 
was performed on these cells to determine the 
significance of the interaction between cogni- 
tive style and sponsorship. Table 6 provides 
statistics on the K-way effects and indicates that 
the interaction is significant at the p « 0.01 Jevel 
for decision 2 and 3, and at the p « 0.10 level for 
decision 4. Finally, estimates from the loglinear 
model of the interaction parameters are pro- 
vided by a z test of differences in proportions. 





Table 4 presents these statistics and provides 
further support for the significance of the mod- 
erating effect of sponsorship on cognitive style 
in the predicted direction. 

Of particular interest is the extent to which 
the dominant include decision in the non-treat- 
ment groups was reversed in the sponsorship 
group. Consider the data in Table 4. For decision 
2, the sensation managers dominantly include 
(67% ) in the non-treatment group, but domin- 
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TABLE 6, Tests that K-way effects are zero-cells a, c f 


Decision K af Likelihood p Chi-squared p 
2 1 0.29 ns 0.15 ns 
(Cella) 1 6.80 0.01 6.56 0.01 
3 1 1.44 ns 1.28 ns 
(Celic) 1 8.82 0.01 8.41 0.01 
4 1 0.66 ns 0.75 ns 
(Cell f) 2 1 2.70 0.10 2.66 0.10 


antly exclude (77% ) in the sponsorship group. 
Similarly, for decision 3 the sensation managers’ 
dominant inclusion (83% ) changes to exclude 
(65% ) in the sponsorship situation. The signifi- 
cance of these results is indicated in Table 4 by 
the z statistics and significant likelihood ratios 
for the interaction terms. Considering decision 
4, Table 4 indicates that there was a substantial 
move for intuitives from a majority include 
(6996 ) in the non-treatment group, to a majority 
exclude in the sponsorship group (6296 ). This 
difference is statistically significant and is consis- 
tent with the predicted interaction. For sensa- 
tion managers the majority excluded in the non- 
treatment group (6796 ) as predicted, and this 
proportion slightly increased after the introduc- 
tion of sponsorship (7796 ). Thus while the re- 
gression analysis did not identify a significant in- 
teraction when using the total data set, the 
focused analysis on the change in decisions 
within the intuitive group does lend support to 
the proposed effects. These results provide sup- 
port for H2. 


CONCLUSION 


The results of this study provide support for 
the notion that the treatment of implicit oppor- 
tunity costs by managers is influenced by their 
cognitive style. The study also provides support 
for the proposition that the effect of cognitive 
style may be confounded by the existence of 
project sponsorship. The evidence for these in- 
teracting effects was strongest for decisions 2 


and 3 where past expenditures on assets were 
specifically related to a capital investment pro- 
ject. That is, without sponsorship, sensation 
managers dominantly inclüded the past expen- 
diture, a decision which is consistent with the 
idea that managers were responding to the 
specificity of the cost. However, sponsorship 
confounded this effect as the managers who felt 
commitment to the project elected to exclude 
the items. The intuitive managers tended to 
exclude in both situations. 

For decision 4, it was suggested that any ten- 
dency to include by the intuitives would be con- 
founded by sponsorship. Analysis of the separate 
groups provided evidence that tbe intuitive 
managers excluded the cost item more often in 
sponsorship situations. 

The findings of this research should be consi- 
dered within a number of limitations of the 
study. First, the study was concerned with im- 
plicit opportunity costs and as such the costs in- 
cluded in the research case were subtle. It may 
be argued that the incorrect treatment of oppor- 
tunity costs was a consequence of ambiguity in 
the decision situation. However, the fact re- 
mains that many managers are rarely presented 
with clear, unambiguous, economic alternatives 
to focus their attention on opportunity costs. An 
important conclusion of this paper is that sensa- 
tion managers are less likely to identify a need to 
explore alternative opportunities for existing as- 
sets than are intuitive managers. 

Second, the research task, while thoroughly 
pilot tested and reflecting a typical project situa- 
tion, was novel and did not represent the organi- 
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zational realities of a true resource allocation de- 
cision. Perhaps managers behave in different 
ways when taking decisions that involve the ap- 
plication of their organization’s resources. 

Third, it is possible that differences in the way 
situations are described and the manner in 
which information is presented influenced indi- 
viduals’ responses. Further research is needed to 
see the extent to which the results presented in 
this paper have been affected by these consider- 
ations. Finally, the results of the study do not 
provide proof of the proposed relationships. The 
associations must be considered as consistent 
with the theoretical position developed in the 
paper. 

However, given these limitations, the study 
does provide some evidence which helps to exp- 
lain how managers treat implicit opportunity 
costs and thereby assists in addressing the obser- 
vation by Kaplan (1986) that opportunity cost is 
often incorrectly treated in resource allocation 
analysis. 

There are two important implications of the 
study for the design of administrative systems. 
One concerns formal systems for the authoriza- 
tion of capital expenditures, and the other, for- 
mal organization structures and responsibilities. 

The first implication is that capital budgeting 
procedures must be designed to correct the ten- 
dency of sensation managers, who constitute 
5696 of the managerial population and 6296 of 
financial executives (Myers & McCaulley, 
1985), to mis-specify the treatment of existing 
assets. This is particularly serious because 
academic texts (e.g. Horngren & Foster, 1987), 
suggest that financial executives should be re- 
sponsible for capital budgeting processes and 
empirical studies confirm this to be so in the 
majority of cases (e.g. Gitman & Forrester, 
1977). Given that capital budgeting procedures 


will tend to be designed and administered by 
managers with a sensing cognitive style, it is 
likely that mis-specification of the treatment of 
existing assets will be embedded into the forms, 
computer programmes and review procedures 
that constitute the formal processes. Knowledge 
that the errors are due in part to the predomin- 
ant cognitive style of the managers responsible 
for the design and administration of the capital 
budgeting process suggests that the task of 
specifying and designing this key component of 
the resource allocation process should be en- 
trusted to a multi-disciplinary team containing 
different skills, priorities and cognitive styles 
(Myers & McCaulley, 1985). 

The second implication concerns an approp- 
riate response to sponsorship bias. The issue is 
complex. On the one band, capital investment 
acceptance and ultimate success appear to be 
enhanced by a manager adopting a role of "pro- 
ject champion" (Bower, 1972). On the other 
hand, the potential to ignore relevant costs may 
ultimately result in diminished economic re- 
turns, by which time the sponsor could have 
moved on to other responsibilities. It is possible 
that audits of major projects by an independent 
organizational unit would indicate the managers 
and projects most likely to underspecify rele- 
vant costs. While this information will only be 
available after the event, any systematic biases 
should become evident and corrective action 
may be taken. 

Clearly, managerial decision making on cost 
relevance is influenced by many individual, or- 
ganizational and environmental factors. The cur- 
rent study has examined only two such factors. 
Further research in this area should endeavour 
to uncover the additional reasons why managers 
take particular decisions in regard to opportun- 
ity costs. 
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APPENDIX. CAPITAL BUDGETING 
INSTRUMENT 


In this Appendix, the cues for the sponsorship 
group are italicized. The control group did not 
have these cues. 


The situation 

Q. O. Corp. manufactures and sells conveni- 
ence foods. Sales revenues last year amounted to 
$100 million. Over the last ten years, sales re- 
venues have grown at a compound rate of about 
5.6% . Corporate goals envisage future growth of 
the same order or magnitude. This growth is ex- 
pected to come from increased sales of existing 
product lines and most importantly, from the in- 
troduction of new products. 

One such new product, currently being consi- 
dered by the division, is a new type of chocolate 
based dessert. Market research and small scale 
test marketing suggest that first year sales could 
amount to $2.1 million, rising to $3.8 million 
after ten years. This represents a compound 
growth rate of about 7%. The new product will 
consolidate market share in an important and 
growing segment of the business. You and your 
colleagues in the division are very excited 
about the new product. If it lives up to expecta- 
tions, it could transform tbe present disap- 
pointing performance of your division. A suc- 
cessful launch ts therefore of critical impor- 
tance to tbe division and its management. 

The new product requires a relatively modest 
investment in fixed assets. This involves expen- 
diture of $80,000 on extending the new ventila- 
tion and heating system to the rest of a building. 
In addition $120,000 is needed for high speed 
packaging machinery developed specially for 
the unique package of this new product. This 
packaging equipment has negligible resale value. 
The reason for this modest investment in fixed 
assets is that the new product will make exten- 
sive use of current spare capacity on existing 


! NPV: stands for Net Present Value 
IRR: stands for Internal Rate of Return 
* Discount rate is 13%. 
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facilities (these were justified and paid for by 
another product). The net book values of the 
part of these existing facilities which would be 
used by the new product are: building — 
$133,000; machinery — $320,000. 


Tbe financial analysis 

Capital budgeting procedures require threc 
financial analyses to be performed: prior to 
spending money on market research; prior to in- 
vesting in fixed assets; prior to product . 
launch The first financial analysis of all the incre- 
mental cash flows directly associated with this 
product, showed an after tax NPV of $27,700 
(IRR. 13.696 ).*’ This analysis was made nearly 
one year ago and included market research 
($375,000), expenditure on the ventilation and 
heating system ( $80,000) and special purpose 
packaging machinery ($120,000). Since the 
financial returns exceeded the minimum accept- 
able rate of 1396, management gave its authoriza- 
tion for the market research study to go ahead 
and for work to start on the ventilation and heat- 
ing system and the packaging machinery. 

À recent financial analysis (just prior to the 
product launch decision) excluded these costs 
that have already been spent and showed an after 
tax NPV of $290,600 (IRR 22.896 ). 

If the original increment new product analysis 
(NPV $27,700) is charged with the cost of the 
spare capacity on existing general purpose 
facilities which the new product would use, the 
NPV falls to — $118,000 (IRR 10.9% ). 

Examination of the annual accounts for the Ist 
ten years reveals that administrative and selling 
costs have grown at a compound rate of 10.62%, 
compared with a sales growth mentioned earlier 
of 5.6%. Since it is difficult to identify the impact 
ofany one product on these infrastructure costs, 
no attempt was made to make allowance for 
them in the original incremental analysis. How- 
ever, an attempt to allocate some of the possible 
future increase in administrative and selling 
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costs to the new product results in a total cost 
over the period covered by the ‘analysis of 
$540,000. This causes the original NPV to fall to 
— $81,500 (IRR 11.1% ). 


Summary 
The following list summarizes the points discus- 
sed in the preceding paragraphs. 


Already spent 

Market research ( $375,000) 

Extension of ventilation and heating 
( $80,000) 

Part of special purpose packaging machinery 
($80,000 of $120,000) 


Spare capacity on existing facilities 

Share of existing building and general pur- 
pose machinery 

($133,000 + $320,000 = $453,000) 


infrastructure 
Allocation of part of possible increase in ad- 
ministrative expenditure ( $540,000) 


Questions 

The last page shows all the combinations of 
points discussed above and their associated 
NPVs and IRRs in the form of a decision tree. 


As a member of the divisional management 
team, please select the financial information 
items you would include to evaluate whether 
or not to launch this product. Please re- 
member that you bave been closely involved 
in developing this project and your division 
constders the project to be of vital impor- 
tance, Indicate your choice in the right hand 
margin of the last page with a P (for Product). 


If you are not familiar with discounted cash flow 
techniques, you should focus your attention on 
identifying the appropriate branch of the deci- 
sion tree, and on the percentage returns on the 
far right under the heading IRR. The minimum 
acceptable return is 13.0% after tax. 


PLEASE USE THE BACK OF THE LAST PAGE TO 
MAKE ANY COMMENTS OR PROVIDE ANY 
EXPLANATIONS. 


ROBERT CHENHALL and DEIGAN MORRIS 
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Abstract 


A widely recognized problem in planning and control is motivating subordinates both to maximize 
performance and to truthfully reveal their performance expectations. This study uses a multiperiod 
experiment to test the purported effects of a truth-inducing ( TI) pay scheme suggested by the analytical 
literature, and a ratchet in standard-setting, on these subordinate choices. When the superior lacked 
information on subordinates’ performance capability, subjects who self-set standards under the TI scheme 
inserted significantly less slack than those who did so under an alternate pay scheme which lacked the truth- 
inducing property. However, as information became available on subordinates’ past performance, imposing 
a ratchet was just as effective in reducing budgetary slack. The results also supported the prediction that a 


ratchet reduced the extent of standard overfulfilment. 


A widely recognized problem in planning and 
control is motivating subordinates both to in- 
crease performance and to truthfully report 
their expected performance. Subordinates often 
are better informed than their superiors regard- 
ing factors that influence their own perform- 
ance, and their truthful reporting of such infor- 
mation can improve the latter’s effectiveness in 
planning and coordinating organizational ac- 
tivities (Baiman & Evans, 1983; Dye, 1983; 
Magee, 1980; Penno, 1984). However, a poten- 
tial conflict exists between motivating truthful 
upward communications and inducing higher 
subordinate performance. For the latter pur- 


pose, both analytical and behavioral research 
have suggested that standard-based pay schemes 
and participative budgeting can be highly effec- 
tive (Demski & Feltham, 1978, Baiman, 1982; 
Brownell, 1982; Chow, 1983). However, when 
pay increases with performance relative to the 
standard, subordinates also have incentives to 
create budgetary. slack — that is, to bias their 
communications in participative budgeting such 
that the standard is set below their true ex- 
pected performance (Schiff & Lewin, 1970; 
Onsi, 1973; Brownell, 1982). 

Analytical research has proposed standard- 
based pay schemes that can induce subordinates 


*Àn earlier version of this paper was presented at the 1987 American Accounting Association Annual Meeting. The authors 
are indebted to the seminar participants and especially the anonymous reviewer of this journal for their many constructive 


suggestions for revising this paper. 
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to both participatively set standards equal to ex- 
pected performance, and to maximize perform- 
ance regardless of the standard (ljiri et al, 1968; 
Weitzman, 1976; Miller & Thornton, 1978; 
Namazi, 1985; Bonin & Fukuda, 1987). To date, 
only limited tests have been reported on such 
"truth-inducing" (TI) schemes’ purported moti- 
vational effects. Experimental studies by Chow 
et al (1988) and Waller (1988) have found such 
schemes to reduce budgetary slack.! However, 
both of these prior studies are limited by the use 
of a single-period setting. In practice, employ- 
ment relationships typically span many periods; 
repeated observations of a subordinate's per- 
formance may enable the superior to make in- 
creasingly accurate assessments of the former's 
private information or performance capability 
(Stiglitz, 1975; Holmstrom, 1979; Keren et al, 
1983). In turn, reduced superior—subordinate 
information asymmetry makes it feasible to di- 
rectly limit budgetary slack with control 
mechanisms other than the incentive pay 
scheme (e.g. by imposing a lower limit on the 
performance standard ). Hence, in a multiperiod 
setting, the truth-inducing properties of an in- 
centive pay scheme may become secondary to 
other concerns like motivating performance. 
This study extends testing of TI schemes’ in- 
centive properties to a multiperiod setting. It 
also examines the effects of imposing a 
minimum standard based on a subordinate’s past 
performance (a "ratchet") Consistent with 
prior studies, when information was lacking on 
subordinates' individual performance 
capábilities, a TI scheme yielded significantly 
lower budgetary slack in participative standard- 
setting than a fixed-pay-plus-bonus (FPB) 
scheme which lacked the truth-inducing prop- 
erty. But past the first employment period, im- 
posing a ratchet was just as effective in reducing 
slack even when the FPB scheme was used. The 
results also supported the prediction that a 


ratchet reduced standard overfulfilment. 

The remainder of this paper is organized as fol- 
lows. The next section reviews prior analytical 
and experimental studies as the basis for de- 
veloping four hypotheses. Then the experimen- 
tal method is explained and the results of the 
hypothesis tests are presented. The final section 
provides a summary and discussion. 


LITERATURE REVIEW AND HYPOTHESIS 
DEVELOPMENT 


Analytical research has devoted considerable 
attention to developing standard-based pay 
schemes which motivate subordinates both to 
truthfully communicate their performance ex- 
pectations and to maximize performance for a 
given performance standard. In particular, the 
following scheme has been analytically shown to 
possess both of these motivational properties in 
a static, one-period setting (Weitzman, 1976; 
Snowberger, 1977; Miller & Thornton, 1978; 
Bonin & Marcus, 1979; Jennergren, 1980; 
Namazi, 1985; Bonin & Fukuda, 1987): 


p= { BO PPA eMe 
B'eb(y—-y)tc(y-y)ifycy 


where B is the bonus, y is actual performance as 
measured, B' and y' are the bonus and standard 
initially proposed by the superior, y” is the stand- 
ard as revised by the subordinate through par- 
ticipation, and a, b, and c are reward/penalty 
parameters set by the superior such that 0 < a < 
b < c. Weitzman (1976) has shown that a risk- 
neutral subordinate would maximize his/her ex- 
pected utility by setting y” such that: 


Py >y")=—. (2) 





c—b 


Cc—a 


! Young (1985) also has examined the effect of a "truth-inducing" pay scheme on budgetary slack. However, unlike the 
schemes examined in the analytical literature, Young's scheme penalized both above- and below-standard performance. As 
such, its applicability is limited to settings where both positive and negative departures from the standard impose net costs 
on the organization (such as in a Just-In-Time system ) (Chow et al., 1988). Young found that under conditions of uncertainty, 
subordinates sought budgetary slack even under the truth-inducing scheme, and thart risk-averse individuals created more 
slack than did non-risk-averse individuals. These results are consistent with those reported in Waller (1988). 
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This result implies that by manipulating the rela- 
tive values of a, b, and c, asuperior can induce a 
risk-neutral subordinate to participatively set 
the performance standard equal to any desired 
fractile of the latter's expected performance dis- 
tribution. Further, because a > 0, the subordi- 
nate still would have incentives to increase per- 
formance even after the unbiased performance 
standard has been attained. 

When B' — b y', the scheme in equation (1) 
reduces to: 


B={ by ta(y—-y»)ifyy 
by" +c- yify « y". 


Chow et al (1988) have experimentally tested 
the standard-setting and performance effects of 
this reduced form TI scheme. State uncertainty 
was suppressed in the experiment to control for 
the effects of risk preferences. They found that 
when a superior—subordinate information asym- 
metry was present regarding subordinate per- 
formance capability, subordinates under the TI 
scheme sought significantly less budgetary slack 


(3) 


than ones whose standard-based pay scheme 


lacked the truth-inducing property. Their results 
also indicated an interaction effect between pay 
scheme and information asymmetry on perform- 
ancc. When the information asymmetry was pre- 
sent, performance was higher under the slack-in- 
ducing scheme; but when the information asym- 
metry was absent, performance was somewhat 
higher under the TI scheme. 

Analytical research (Weitzman, 1976; Snow- 
berger, 1977; Bonin & Fukuda, 1987) has further 
shown that when performance is subject to non- 
controllable factors, risk-averse subordinates 
still may seek budgetary slack under a TI scheme 
of the forms in equations (1) and (3). Experi- 
mental support for this proposition has been 
provided by Waller (1988). He found that when 
state uncertainty was present, the extent to 
which individuals inserted slack into the budget 
depended jointly on their risk preferences and 


the form of the pay scheme. Unlike Chow et a£ 
(1988), Waller (1988) did not test for perform- 
ance effects. 

Thus, the studies by Chow et al (1988) and 
Waller (1988) have contributed some useful in- 
sights into TI schemes' effects on budgetary 
slack and performance. However, the single- 
period setting of these studies has precluded 
consideration of other  slack-reducing 
mechanisms that become feasible in a multi- 
period employment relationship. Analytical re- 
search has extended the analysis of TI schemes 
to the dynamic, multiperiod setting where a 
superior can use information on subordinates' 
past performance to impose lower limits 
("rachets") on future periods’ standards. 
Weitzman (1980) has suggested that the follow- 
ing form of ratchets is representative of those 
widely applied in planning or regulatory con- 
texts: 


V'i 3.1968 f Oi -J:5) (4) 


where y”, and y”,_, are the performance stand- 
ards for periods £ and /— 1, respectively, e, is the 
amount by which y", would be changed in 
period t even if the preceding period's standard 
had been exactly met,’ and f, is the amount by 
which y”, would be adjusted upwards or down- 
wards for each unit by which the preceding 
period’s performance had exceeded or fallen 
short of that period's standard. 

The results of analytical research indicate that 
ratchets may create a dynamic incentive prob- 
lem both in the presence and absence of state 
uncertainty (Weitzman, 1980; Holmstrom, 
1982; Keren ef al, 1983; Baron & Besanko, 
1984; Darvish & Kahana, 1987). For a given 
standard level, a ratchet translates higher cur- 
rent performance into higher future standards. 
Unless the pay coefficient is also increased prop- 
ortionally, a higher standard would reduce the 
pay for future performance equal to that of the 
current period.? Thus, when a ratchet is present, 


^ For example, a superior may increase the standard (1.e. e, > 0) if it had been exactly met for several periods. 
? Since superiors probably seek cost minimization for a given output, it seems that even if the pay coefficient is increased, the 


- increase would be unlikely to totally offset the effect of a higher standard. 
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the net present benefit from higher current per- 
formance is reduced. As a result, at the same time 
that a ratchet reduces budgetary slack in the cur- 
rent period, it also may depress subordinates' in- 
centives to increase performance. 


Hypotbeses 

The studies reviewed above provide the bases 
for four hypotheses. First, both analytical re- 
search and the experimental results of Chow et 
al (1988) and Waller (1988) have indicated 
that when superior-subordinate information 
asymmetry exists regarding subordinate per- 
formance capability, subordinates' incentives to 
seek budgetary slack would vary with whether 
the pay scheme possesses the truth-inducing 
property. Analytical research has suggested that 
cven when a ratchet is not in use, the expecta- 
tion of its imposition, per se, would increase sub- 
ordinates' slack seeking incentives. Thus: 


H1. Budgetary slack is lower under a truth-inducing pay 
scheme and higher when thc imposition ofa ratchet is ex- 


pected. 


The current study uses a TI scheme of the 
form in Chow et al (1988) and Waller (1988). 
This scheme is tested against one which pays a 
fixed amount plus a constant bonus for each unit 
of performance in excess of the standard. Under 
the latter fixed-pay-plus-bonus (FPB) scheme, 
total pay for a given performance level increases 
as the standard decreases. Hence, we predict 
that subordinates would seek lower standards — 
thus greater budgetary slack — under the FPB 
scheme. 

H1 deals with a case where the ratchet has not 
yet been imposed. This situation is akin to the 
single-period setting of prior experimental 
studies and provides a base of comparison to 
their findings. It is operationalized in this study 
with an initial experimental period immediately 
preceding the imposition of an announced 


ratchet. Past such an initial period, information 
would become available on subordinates' prior 
period performance, thus enabling a superior to 


apply a ratchet in standard-setting. As long as the 


ratchet parameter, f, is positive, the ratchet 
would reduce slack by increasing the minimum 
allowable standard. However, since the TI 
scheme is predicted to induce voluntary slack 
reduction, individuals under such a scheme 
would have less slack to be eliminated through 
ratchet imposition. Thus: 


H2. imposing a ratchet reduces budgetary slack, with the 
size of this reduction being smaller under a truth-induc- 
ing pay scheme. 


Analytical research has suggested that beyond 
affecting subordinates' slack creation incentives, 
a ratchet also reduces subordinates' incentives 
to perform. When a ratchet is present, overfulfil- 
ling the current standard would cause future 
standards to be raised. Since higher standards 
lower the pay for all levels of future perform- 
ance, a ratchet reduces the net present benefits 
from overfulfilling the current standard. Thus, a 
ratchet decreases the incentives for standard 
overfulfilment: 


H3. The extent of standard overfulfilment is lower when 
a ratchet is present. 


A corollary of H3 is that a ratchet also reduces 
the level of performance.’ Holding constant the 
form and parameter values of the ratchet, per- 
formance further depends on the pay scheme's 
reward/penalty parameters. In the current study, 
both pay schemes have the same constant marpi- 
nal pay per unit of performance above standard. 
However, while the FPB scheme does not 
penalize below-standard performance, the TI 
scheme imposes such a penalty. Thus, if a ratchet 
increases the standard, individuals under the TI 
scheme would have a greater gain (via penalty 
reduction ) from attaining it. Hence, we predict 


* [n equation 4, the next period's minimum required standard is also affected by the value of the parameter e, This parameter 
is assigned a value of zero in the current study such that the ratchet was focused on deviations between performance and 


standard. 


5 To the extent that a ratchet imposes a specific standard, it may have a positive performance effect (Dunbar, 1971; Locke ef 
al., 1981). Nevertheless, a ratchet is predicted to lower performance through discouraging standard overfulfilment. 
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the ratchet and incentive scheme to have both 
independent and interactive performance ef- 
fects. Regardless of the pay scheme, perform- 
ance would be lower in the presence of a 
ratchet; and when a ratchet is present, perform- 
ance would be higher under the TI scheme: 


HÁ. Performance is lower in the presence ofa ratchet and 
the FPB scheme. 


EXPERIMENTAL METHOD 


Task 

The task was adopted from Chow et al 
(1988). It entailed translating 3-digit codes (e.g. 
285, 913) into randomly sequenced alphabetic 
characters using a translation key. 


Subjects 

The subjects were 55 business students 
recruited from upper-division accounting and 
finance courses. These recruits were told that 
cash would be earned in the experiment. 


Experimental design 

The subjects were randomly assigned to four 
cells, obtained by crossing two levels each of the 
form of pay scheme (TI or FPB) and ratchet ( pre- 
sent or absent). State uncertainty was suppres- 
sed to control the effects of risk preferences, and 
all four cells were subject to initial superior— 
subordinate information asymmetry regarding 
individual subordinate performance capability. 
Within the specifications of each experimental 
treatment, every subject set his/her own per- 
formance standard in each “production” 
period ? 

The experimental treatments were opera- 
tionalized as follows. 


(1) Initial superior—subordinate informa- 
tion asymmetry. The subjects were told that 
from a previous experience with over 100 other 
people, the superior had observed a mean 
(standard deviation) of 107 (28.5) alphabets 
correctly translated in ten minutes, with a range 
of 54 to 175 alphabets.’ However, throughout 

.the experiment, each subject tallied the number 
of alphabets that he/she had correctly translated 
in each 10-minute "production" period. Hence, 
the subjects were aware that the superior (the 
experimenter) had no information on indi- 
vidual-specific performance capability. 

Past the first production period, subjects 
under the ratchet condition were required to set 
the next period's standards at or above a 
minimum value based on their preceding 
period's performance relative to standard (see 
below). This feature proxied for situations 
where the superior could observe subordinates' 
performance over timc. 


(2) Pay schemes. The TI scheme was 
operationalized as follows: 


-4 


where B, is a subordinate’s total pay for produc- 
tion period £ and y", and y, are the subordinate’s 
selfset standard and output, respectively, for 
that period. Both y”, and y, were stated in units of 
product, where each unit required eight 
correctly translated alphabets.® Note that the TI 
scheme's base bonus of $0.10/unit is equi-distant 
between the bonus ($0.05/unit) and penalty 


[C $0.10/unit) + y”,] + [C $0.05/unit )* 
We yo] ify, = y", 


[( $0.10/unit) + y’,] + [( $0.15/unit)» 
W- yD) if y, «y. 


$ This extreme form of participative standard-setting is consistent with that assumed in analytical research. It was available 
to the no-ratchet subjects throughout the experiment. The subjects assigned to the ratchet treatment were similarly free to 
sct their standards in the initial period, but were constrained by the ratchet starting with the second period. 


7 These values were obtained in a 10 minute “training period” with over 100 other subjects who were not part of this study. 


8 The entire experiment had double the number of subjects and one more dimension than described here. The subjects were 
told that the number of alphabets required to produce one “unit” of product was uncertain, and would not be known until 
thc end of cach production period. The probabilities were 0.2 that six alphabets would be required, 0.6 that eight would be 
required, and 0.2 that 10 would bc required. Half of the subjects (those reported in this paper) were shielded from this 
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( $0.15/unit) for above- and below-standard per- 
formance. Since task uncertainty was suppressed 
to control for the effects of risk preferences, 
these parameter values are predicted to induce 
subordinates to set their standards at the me- 
dians of their expected performance distribu- 
tions (Weitzman, 1976; Chow et ai, 1988). 


The FPB scheme was of this form: 


$1.34 + [( $0.05/unit) * (y, — y")] 


if y, y^, 
B,= { 
$1.34ify,<y’, 


In this scheme, the fixed pay of $1.34 equals 


what the TI scheme would pay if both y", and y, 


equalled 13.375 units, or the estimation 
sample's mean output of 107 alphabets. Note 
that the bonus of $0.05/unit for performance in 
excess of standard is equal to that under the TI 
scheme. 


(3) Ratchet. Subjects assigned to the no- 
ratchet treatment were told that in each produc- 
tion period, they would be free to set their stand- 
ards at any level. The remaining subjects were 
told that starting with the second production 
period, their choice of standard level would 
have to satisfy the following conditions: 

(a) If y,., =Y then y”, could not be below 

t-1 

(b)If y,.., > Ymp then y”, was required to be 
at least 5", , plus 85% of the amount by 
which it had been exceeded (i.e. y^, , + 
[0.85 * (Vei 7 V”) 

(c)If y,., < y”,.1, then y", was allowed to be 
reduced by up to 85% of the shortfall, to 
17 [0.85 * Q^.1 7 311)]. 

This ratchet is of the form suggested by 

Weitzman (1980) as being representative of 


those common in practice (equation ( 4)), with 
values of zero for e, and 0.85 for f, Since the 
ratchet required information on the preceding 
period's standard and performance, it was in- 
operative until the second production period. 


Experimental procedure | 

The experimental session comprised the fol- 
lowing steps: 

(1) Each subject read a written overview of 
the experiment, then the translation task was 
explained. Next, the subjects completed a 10 mi- 
nute "training" period. They were told to trans- 
late as many alphabets as they could, and that 
each person would be paid $1 for this work. 

(2) The subjects randomly exchanged answer 
sheets, then the correct translations were pro- 
vided. Next, each subject checked the answer 
sheet that he/she had received through the ex- 
change, and wrote on it the number of correctly 
translated alphabets. These answer sheets were 
returned to the original subjects with the $1 pay- 
ment. 

(3) All subjects completed a question to as- 
sess their effort preferences. This variable was 
included because both analytical and empirical 
research have suggested its importance in stand- 
ard setting and performance. The question was 
"How do you feel about exerting effort in per- 
forming the alphabet-decoding task?" The 11 
point response scale was anchored by 0 = "Ire- 
ally dislike exerting effort on the task"; 5 = “Iam 
indifferent about exerting effort on the task”; 
and 10 = “I really like exerting effort on the 
task.” 

(4) The subjects were assigned to the four ex- 
perimental treatments through random distribu- 
tion of the written contract descriptions and in- 
structions. These documents stated that in all 
subsequent 10 minute “production” periods, 
pay would be determined exactly as specified in 


uncertainty by a controllability filter: they were told that for them, eight alphabets would always be required for one unit of 
product. The other half of the subjects were exposed to this state uncertainty. The results indicated that the subjects without 
the controllability filter created significantly greater budgetary slack than did those with the filter. This finding is consistent 
with the analytical literature and the results of Young (1985) and Waller (1988). Waller & Chow (1985) and Shields et ai. 
(1989) have found that controllability filters also affect individuals’ self-selection among incentive contracts. Details of the 
controllability filter treatment and results are of secondary interest to the issues addressed in this paper and are omitted here. 
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the contract, and that different 3-digit codes 
would be used each period.? The subjects were 
also told that strict adherence to the contract 
(such as the ratchet) would be verified; in the 
case of a deviation, pay would be computed by 
resetting the numbers to be in compliance with 
the contract. 

After reading the instructions, the subjects 
provided written answers to several questions 
that tested their understanding of the contract. 
Only those subjects who completed these ques- 
tions correctly were retained in the statistical 
tests. ° 

(5) Each subject recorded on his/her stand- 
ard-setting form his/her selfset performance 
standard (in units of product) for the upcoming 
production period. The subjects were also in- 
structed to write down the number of alphabets 
that they truly expected to translate in the up- 
coming production period. !! 

(6) The subjects completed a 10 minute pro- 
duction period. As in the training period, the ans- 
wer sheets were randomly exchanged for verifi- 
cation and counting of correctly translated al- 
phabets. 

(7) Steps 5 and 6 were repeated twice with 
fresh forms and different 3-digit codes. Thus, in 
total, each subject set standards for three 
periods and completed two production periods, 

(8) The subjects filled out an exit question- 
naire containing a manipulation check ques- 
tion.’* Then all of the experimental materials 
were collected. Adherence to the experimental 


conditions was verified in computing each sub- 
ject's pay, which was disbursed later.’ 


RESULTS 


Descriptive statistics and manipulation check 

Table 1 presents variable means and standard 
deviations for each cell. The variable labels de- 
note the following. 


PERFCAP = Performance capability, proxied by the num- 
ber of alphabets that the subject had correctly translated 
in the training period. 

STD (t) = The subject’s self-set performance standard for 
period ¢ (in units of product), converted into alphabets 
using eight alphabets per unit. 

EXPERF (t) = The subject’s selfreported true expecta- 
tion of how many alphabets he/she would correctly trans- 
late in upcoming production period t. 

SLACK (t) = [EXPERF (t) — STD (4) VEXPERF (f£) 

PERF (£) = The actual number of alphabets that the sub- 
ject had correctly translated in production period t. 
EFPPREF = Effort preference measure. 


One-way analysis of variance indicated that 
randomization was achieved on PERFCAP and 
EFFPREF (both p > 0.20). The ratchet manipula- 
tion appears to have been moderately success- 
ful: subjects with ratchets reported that they had 
significantly lower influence on their perform- 
ance standards than those without ratchets (X = 
7.9, 8.6; t = 1.45, p = 0.08). 


Hypotbests tests 
Since the cells had different numbers of obser- 


? The 3-digit codes were changed between periods to avoid confounding by learning effects (Waller & Chow, 1985). The 
subjects were also told that there would be "several" production periods so as to control for end-of-game strategic behavior. . 


10 Twelve subjects were eliminated by this requirement. All 55 subjects in the final sample passed this screen. 


! We acknowledge that the subjects have not been given any particular incentives to answer this question truthfully. 
Nevertheless, indirect evidence indicates that they did do so to a considerable degree. For the first production period, the 
subjects’ self-reported expected performance and actual performance had a correlation of 0.677 (p < 0.001). Those for the 
second period were similarly positively and significantly correlated (r — 0.634, p « 0.001). 


12 The manipulation check question asked about the ratchet treatment in an indirect fashion: "To what degree did you have 
an influence in setting your performance standard?" The 10 point response scale was anchored by: 1 — "very low" and 10 — 
"very high”. The no-ratchet subjects were expected to rate themselves as having higher influence over their standards than 
the ratchet subjects. 


13 No deviation from the contract conditions was found. 
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- . TABLE 1. Descriptive statistics by cell: means and (standard deviations) 


QUEM. wee 
Pay scheme TI FPB TI FPB 
N 14 15 13 13 

PERFCAP 103.786 100.533 94.231 96.692 
(13.180) (24.038) (24049) (17.332) 

STD(1) 101.143 80.000 93.108 80.000 
(12.596) (21.804) (12.647) (19.866) 

STD (2) 109.714 87.467 112.905 104.308 
(11.919) (22315) (15.776) (14279) 

STD(3) 117.143 90.667 121.867 115.262 
(17641) (20.6656) (16.625) (12.777) 

EXPERF(1) 104.286 101.133 96.615 97.462 
(12.8557) (21577) (14.298) (12.135) 

EXPERF (2) 110.786 112.200 113.154 107.692 
(11.781) (20.397) (17441) (16132) 

EXPERF (3) 121.143 119.600 123.167 116.615 
, (17.373) (24.448) (19.230) (15.316) 
SLACK (1) 0.030 0.206 0.034 0.179 
(0.035) (0.133) (0.039) (0.174) 

SLACK (2) 0.010 0.224 —0.001 0.026 
(0.029) (0.106) (0.071) (0.098) 

SLACK (3) 0.033 0.237 0.007 0.008 
(0.042) (0.107) (0.046). | (0.044) 

PERF(1) 113.500 114.667 108.923 105.385 
(13.766) (23.157) (17452) (14768) 

PERF(2) 126.782 124.133 121.077 115.769 
(19.889) — (27234) (15935) (14856) 

EFFPREF 5.500 5.800 6.385 5.508 
(2.312) (1.971) (2.181) (2.720) 


vations (Table 1), analysis of covariance (AN- 
COVA) procedures for unequal cell sizes were 
used in the hypothesis tests reported below. 


Tests of H1. H1 predicted that budgetary slack 
would be lower under the TI scheme and higher 
when subordinates anticipate that a ratchet 
would be imposed. SLACK(1) was used as the 
dependent variable to test these predictions 
because the ratchet was only expected, but not 
yet operational, in period 1. The factors were 
form of pay scheme and the presence/absence of 


a ratchet. EFFPREF was included as a covariate to 
control for the effect of effort preferences on ef- 
fort level choice and slack creation incentives 
(Waller & Chow, 1985; Young, 1985). 

The ANCOVA results (Table 2) indicate that 
H1 was partially supported. The model as a 
whole was significant. The covariate was not sig- 
nificant. While pay scheme had a highly signifi- 
cant main effect, neither the ratchet main effect 
nor the pay scheme by ratchet interaction was 
significant. Hence, the anticipation of a ratchet 
did not affect budgetary slack.!* 


'4 The instructions for the subjects assigned to the ratchet treatment clearly stated that the ratchet would be imposed starting 
with the second production period. Unfortunately, our exit questionnaire did not ask whether these subjects really believed 


that the ratchet was forthcoming. 
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TABLE 2. ANCOVA Results for H1 


Dependent variable: SLACK (1) 

Source Sum ofsquares af F p 
EFFPREF 0.01 1 0.72 0.40 
Ratchet 0.00 1 0.06 0.81 
Pay scheme 0.35 1 27.30 0.00 
Pay scheme X Ratchet 0.01 1 0.54 . 0.47 
Residual 0.78 50 ] 
Model 0.37 á 5.93 0.00 


The direction of the pay scheme effect was as 
predicted. SLACK(1) had a lower mean value 
under the TI than FPB scheme (X = 0.032, 
0.193, respectively; t = 5.41, p = 0.000). The TI 
scheme, however, did not completely eliminate 
slack. Even for the TI subjects without a ratchet, 
SLACK(1) was still significantly greater than 
zero (X = 0.030, t = 3.20, p = 0.007). 

Since task uncertainty had been suppressed, 
the non-zero budgetary slack under the TI 
scheme would seem to contradict the analytical 
results for a risk-neutral subordinate. A potential 
explanation for this finding is that when the sub- 
jects selected their standards in period 1, they 
had performed the translation task only once. 
This level of task experience may have been in- 
adequate to eliminate the subjects' uncertainty 
in assessing their own performance capabilities, 
in turn creating incentives to insert slack into 
the standard. To evaluate the effect of task ex- 
perience, SLACK(2) and SLACK(3) were tested 
for deviation from zero. Since the imposition of 
a ratchet in periods 2 and 3 was predicted to af- 
fect budgetary slack, only the TI subjects who 
did not face a ratchet were used. The mean val- 
ues of SLACK(2) and SLACK(3) for these sub- 
jects were 0.010 (s = 0.029) and 0.033 (s = 
0.042), respectively. While the former did not 
significantly exceed zero (? = 1.25, p = 0.23), 


the latter difference was significant (t = 3.00, p 
— 0.01). Tbese results suggest that the non-zero 
budgetary slack under the TI scheme could not 
be accounted for by the lack of task experience. 
The data collected in this study precluded a 
search for alternate explanatory factors, and it is 
left to future research. 


Tests of H2. H2 predicted that budgetary slack 
would be lower in tbe presence of a ratchet, and 
that there would be less slack reduction under 
the TI scheme. These predictions were tested in 
two separate ANCOVAs using SLACK(2) and 
SLACK(3) as the respective dependent vari- 
ables. Both ANCOVAs had the same form as that 
in H1; their results are presented in Table 3. 

Both panels of Table 3 show that the model 
was significant, and that the effort preference 
covariate was not significant. The main effects 
due to both pay scheme and ratchet were signifi- 
cant, as was their interaction. These results pro- 
vide support for H2. 

Figure 1 illustrates the direction of the pay 
scheme by ratchet interaction with a plot of 
budgetary slack against these factors. The arith- 
metic average of SLACK(2) and SLACK(3) was 
used because their individual plots were not 
noticeably different. 


5 Another difference between the two pay schemes was their proportions of subjects with positive slack in their self-set 
standards. All 15 FPB—no-ratchet subjects had positive slack in every period. Many TI-no-ratchet subjects also had positive 
budgetary slack, though the proportion was substantially lower than 10096. The numbers of such subjects (out of 14) were 
ninc in period 1, four in period 2, and eight in period 3. While this outcome casts doubt on the TI scheme's ability to eliminate 
slack, the TI subjects' mean level of slack was significantly lower than that of the FPB subjects in every period. 
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TABLE 3. ANCOVA Results for H2 


Panel A — Dependent variable: SLACK (2) 


Source Sum of squares d f. F p 
EFFPREF 0.01 1 0.85 0.36 
Ratchet 0.16 1 23.36 0.00 
Pay scheme 0.21 1 31.12 0.00 
Pay scheme X Ratchet 0.13 1 18.72 0:00 
Residual 0.41 50 
Model 0.51 4 15.55 0.00 
Panel B — Dependent variable: SLACK (3) 
Source Sum of squares d f. F p 
EFFPREF 0.00 1 0.36 0.55 
Ratchet 0.23 1 49.20 0.00 
Pay scheme 0.16 1 34.28 0.00 
Pay scheme X Ratchet 0.14 1 29.95 0.00 
Residual 0.29 50 l 
Model 0.53 4 22.84 0,00 


Figure 1 shows that under the FPB scheme, 
slack had a mean value of 0.231 when the ratchet 
was absent, versus 0.017 when the ratchet was 
present. The corresponding figures under the TI 
scheme were 0.022 and 0.016, respectively. This 
pattern provides support for the ratchet's pre- 


dicted slack reduction effect. It also supports the . 


prediction that the TI scheme would leave less 
slack for reduction by other means. 

An implication of the preceding results is that 
‘even when the pay scheme lacks the truth-in- 
ducing property, a superior still can restrict sub- 


(SLACK(2) + BLACKX(3) ]/2 


Ratchet absent 


ordinates' slack creation by using information on 
their past performance. In the current experi- 
ment, even when the ratchet was coupled with 
the FPB scheme, it was still as effective in reduc- 
ing slack as the TI scheme by itself. To see this, 
first consider production period 1, when the 
ratchet was not yet operational. The amount of 
budgetary slack in this period (Le. SLACK(1)) 
for the TI no-ratchet subjects was significantly 
lower than that for the FPB-ratchet subjects (X 
= 0.030, 0.179; £ = 3.15, p = 0.004). However, 
once the ratchet bad become operational, the 





Fig, 1. Plot of [SLACK (2) + SLACK (3)V2 vs pay scheme and ratchet. 
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difference was no longer significant, with t- 
statistics of 0.59 (p — 0.56) and 1.53 (p — 0.14), 
respectively, for SLACK(2) and SLACK( 3). 


Tests of H3. H3 predicted that the presence of 
aratchet would reduce individuals' incentives to 
overfulfil the standard. Since the ratchet was not 
operational until the second period, PERE(2) — 
STD(2) was used to test this prediction. 

Recall that the tests of H2 had found budget- 
ary slack to be a function of both the pay scheme 
and ratchet. Hence, testing H3 required control- 
ling for differences in performance standards 
due to these variables. This was done by dividing 
the subjects into two groups based on pay 
scheme; within each group, the ratchet and no- 
ratchet subjects were then matched on STD(2). 
This process yielded seven (nine) pairs under 
the TI (FPB) scheme that were exactly matched 
on STD(2). These 16 pairs (or 32 subjects) were 
used in an ANCOVA with ratchet and pay 
scheme as factors. PERFCAP was included as a 
covariate to control for the performance effects 
of individual performance capability. l 

The ANCOVA results (Table 4) indicate that 
H3 was supported. The model was significant; 
the PERFCAP covariate was not significant. 
There was a significant main effect due to the 
ratchet, while the pay scheme main effect and 
the pay scheme by ratchet interaction were both 
nonsignificant. i 

As predicted, the level of standard overfulfil- 
ment was lower in the presence ofa ratchet. The 
mean value of PERF(2) — STD(2) for the 16 no- 
ratchet subjects was 26.19 (s = 14.66), as com- 
pared to 10.44 (s = 12.24) for the 16 subjects 
with a ratchet (¢ = 3.30, p = 0.002 (one-tailed )). 


Tests of H4. H4 predicted that actual perform- 
ance would be lower under the FPB scheme and 
in the presence of a ratchet. These predictions 
were tested with an ANCOVA using PERF(2) as 
the dependent variable. Pay scheme and ratchet 
were the factors, and EFFPREF and PERFCAP 
were included as covariates. The latter was in- 
troduced because prior studies have found per- 
formance capability, per se, to affect the level of 
performance (Chow, 1983; Waller & Chow, 
1985). 

The results of the ANCOVA (Table 5 ) indicate 
that H4 was not supported. Only the PERFCAP 
covariate was significant. Neither main effect 
due to pay scheme and ratchet nor their interac- 
tion was significant. 


SUMMARY AND DISCUSSION 


This multiperiod experiment has contributed 
evidence on the incentive effects of using a 
truth-inducing pay scheme and a ratchet in 
standard-setting. When information was lacking 
on subordinates’ performance capability, apply- 
ing the truth-inducing pay scheme yielded sig- 
nificantly lower budgetary slack in participative 
standard-setting than an alternate pay scheme 
which lacked the truth-inducing property. How- 
ever, as information became available on the 
subordinates' past performance, using this infor- 
mation to restrict subsequent periods' standards 
was just as effective as the truth-inducing 
scheme in reducing budgetary slack. Contrary to 
prediction, the anticipation of a ratchet did not 
cause a preemptive increase in budgetary slack. 
Although the ratchet did reduce subordinates' 


TABLE 4. ANCOVA Results for H3 


Dependent variable: PERF(2)—STD (2) 


Source Sum of squares df. F p 
PERFCAP 91 L 0.00 0.95 
Ratchet 1,715.24 1 9.15 0.00 
Pay scheme 196.20 1 1.05 0.31 
Pay scheme Ratchet 215.56 1. 115 0.29 
Residual 5,056.52 27 

Model 2,127.92 4 2.84 0.04 
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TABLE 5. ANCOVA Results for H4 


Dependent variable: PERF (2) 
Source Sumofsquares df F p 
Ratchet '106.23 1 0.41 ' 0:53 
Pay scheme 167.65 1 0.64 0.43. 
Pay scheme X Ratchet 120.36 1 0.46 0.50 
Residual 19,286.75 49 
Model 8,818.24 5 448 000 
Covariates ' évalue p 
EFFPREF 0.16 0.87 
PERFCAP 5.52 0.00 


incentives to overfulfil the standard, there were 
no significant performance differences due to 
either pay scheme or ratchet. 

For purposes of designing management con- 
trols, a potential implication of these results is 
that the design of such controls — including the 
reward structure — needs to consider the entire 
package of alternatives available to the manager. 
In the multiperiod setting of a typical employ- 
ment relationship, a manager's access to infor- 
mation about subordinates’ past performance 
may enable him/her to restrict slack creation via 
such means as a ratchet. In this case, whether a 
pay scheme possesses truth-inducing properties 
may become secondary to other concerns, such 
as its ability to motivate performance or to in- 
crease subordinate satisfaction. 

It is important to note that generalizing this 
study's findings to practice is premature. Like all 
experimental research, the results of this study 
are functions of the specific experimental task, 
subjects, experimental treatments and parame- 
ter values. The robustness of the findings needs 
to be tested against variations in these aspects of 
the study. One desirable extension is to vary the 
forms and parameter values of the ratchet and 
pay schemes. For example, the TI scheme's re- 
ward/penalty parameters in the current experi- 
ment were aimed at inducing standard-setting at 
the median of each subordinate's expected per- 
formance distribution. Additional insights into 
the TI scheme's performance effects may result 
from using alternate parameter values to induce 


subordinate selection of "tight but reasonably at- 
tainable" standards. 

A second potentially fruitful refinement is to 
use a managerial task. Following previous be- 
havioral research in the area, the current study 
has used an assembly line type task to limit mea- 
surement errors in the dependent variables. 
While this approach increases the power of the 
statistical tests, it also reduces the results' 
generalizability to managerial settings. A major 
difference between managerial and assembly 
line tasks is that the former tends to have less 
clearcut input—output relationships and to be 
subject to more noncontrollable factors. To the 
extent that these characteristics make it less 
feasible to infer a manager's private information 
or performance capability from his/her past per- 
formance, the applicability of ratchets in man- 
agerial settings may also be impaired. 

Related to the consideration of managerial 
tasks is the introduction of task or state risk. 
Prior analytical and experimental research have 
suggested that risk preferences can significantly 
affect the incentive properties of control 
mechanisms. If measured performance is subject 
to noncontrollable influences, then the attaina- 
bility ofa given standard would depend not only 
on the subordinate’s effort, but also on the 
realized state. How the presence of the state/task 
risk may affect the incentive properties of ratch- 
ets and alternate incentive schemes is worthy of 
investigation. 

Yet another desirable refinement is to 
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examine control mechanisms beyond those typ- 
ically considered by analytical research. For 
example, Young (1985) has suggested that as 
the superior accumulates observations on a sub- 
ordinate’s performance, the latter may feel in- 
creasing social pressure to not misrepresent his/ 
her performance expectations even if the pay 
scheme lacked the truth-inducing property. 
Thus, the nature of the information system may 
interact with nonpecuniary factors in affecting 
subordinate actions. The current experiment 
was unable to address the effects of social pres- 
sure because it did not have an explicit superior. 
However, one of its findings does support the 
potential importance of nonpecuniary incen- 
tives. Even though the subjects who were under 
the FPB scheme and no ratchet could have 
maximized their pay by setting a standard of 
zero, they still set standards that averaged over 
70% of their expected performance. A similar 
finding has also been reported by Chow ef al. 


(1988), suggesting that factors beyond 
pecuniary incentives and social pressure, such as 
aversion to lying, also may influence slack crea- 
tion in participative standard-setting. Con- 
versely, nonpecuniary factors could have ac- 
counted for the nonzero budgetary slack set by 
the TI subjects in the absence of task uncer- 
tainty. 

Finally, this study has assumed a one superior— 
one subordinate setting. When a superior uses 
information supplied by multiple subordinates 
to allocate resources among them, the truth- 
inducing feature of the TI scheme tested in this 
study may no longer hold (Loeb & Magat, 1978; 
Conn, 1979). Analytical research has proposed 
incentive arrangements to induce truthful re- 
porting in multiperson contexts (Groves & 
Radner, 1972; Green & Laffont, 1977; Loeb & 
Magat, 1978; Conn, 1979; Groves & Loeb, 
1979). Expanding empirical testing to such set- 
tings would be highly desirable. 
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Abstract 


Breaking from traditional thought, it has been increasingly argued that the observers of organizational 
action and the organizations that they observe are inextricably linked rather than independent of one 
another. Following this position, the world theories adopted and related root metaphors employed by these 
observers serve as an image of the structural relations that underlie human activities and are thus a 
mediating factor between the observer and the observed. It is posited that world theories are not only 
reflective of reality, but also constitutive of it. This article considers the role of the mechanistic and organic 
world theories, along with their corresponding root metaphors and language, in shaping the independent 
audit with reference to a five-phase field study of how auditors assess inherent risk. Implications for 


research are considered. 


For the detective, the crime is given, the problem posed: 
Who killed Cock Robin? The scientist must at least in part 
commit his own crime. (Einstein & Infeld, 1938, p. 76) 


Auditor detachment has long been revered as a 
requisite for professional endeavor (Mautz. & 
Sharaf, 1961). Here, for example, the American 
Institute of CPAs (AICPA) specifically requires 
auditors to maintain a mental attitude that is 
both independent (AICPA, 1989, Section AU 
150.02) and objective (AICPA, 1988a, p. 5) — 
one that involves such qualities as being impar- 
tial, intellectually honest and free from bias. 
Similarly, in the AICPA’s third field-work stand- 
ard auditors are required to gather evidential 
matter in assessing the fairness of clients’ 
financial statements, and auditors are seen to be 
detached from it in the sense that the evidence 
used is presumably objective and free from bias 
(AICPA, 1989). Mautz & Sharaf (1961) expres- 





sed the traditionally accepted relationship be- 
tween auditors and evidence, observing that: 


The auditor requires evidence in order that he may 
rationally judge the financial statement propositions 
submitted to him. To the extent that he makes judgments 
and forms his "opinion" on the basis of adequatc 
evidence, he acts rationally by following a systematic or 
methodical procedure; to the extent that he fails to 
gather "sufficient competent evidential matter" and fails 
to evaluate it effectively, he acts irrationally and his judg- 
ments can have little standing (p. 68). a. 


Consistent with this view, Toba (1975) de- 
fined evidence as "the basis on which one ought 
to fashion one's belief or draw some conclusion 
with respect to the proposition established" (see 
also Kissinger, 1977). As noted by Mautz & 
Sharaf (1961), evidence must itself, in turn, be 
evaluated in terms of its sufficiency (i.e. whether 
there is enough of it to support an opinion) and 
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its competency (i.e. whether it is valid and reli- 
able as determined by its being objective, un- 
biased, and verifiable) (see also AICPA, 1989). 
The theme of detachment is even to be found in 
a widely accepted definition of auditing posed 
by the Committee on Basic Auditing Concepts, 
which stated that: 


Auditing is a systematic process of objectively obtaining 
and evaluating evidence regarding assertions about 
economic actions and events (financial statements) to 
ascertain the degree of correspondence between those 
assertions and established criteria (generally accepted 
accounting principles) and communicating the results to 
interested users (1973, p. 2; see also pp. 3, 6, 7). 


In sum, it may be generally concluded that the 
auditor is interpreted as being detached from 
the client organization and his or her opinion 
formulation process (or belief system ) is to be 
impartially influenced by the evidence gathered. 
A question arises, however, of whether this view 
should be wholly taken for granted. 

Consistent with the theme of auditor detach- 
ment, analyses of organizations have tradition- 
ally treated the focal organization as indepen- 
dent of the observer who is seeking to delineate, 
describe, and make it understandable ( Manning, 
1979). The traditional goal of the observer has 
been to build a better correspondence between 
Observations and the reality of the organization. 
Here, language is seen to play a relatively passive 
role in merely describing observations in as ob- 
jective a manner as possible. This "correspon- 
dence theory" of truth, however, has been 
challenged based on the argument that there is 
no single, correct reading of the social world, 
and that the observer and the observed are inex- 
tricably linked (Pepper, 1942; Burke, 1969; 
Ryan, 1970; Manning, 1979; Benson, 1975; 
White, 1978). In this vein, the perspective, 
philosophical stance or world theory ( discussed 
in more detail later), and language of the ob- 
server are seen as actively influencing the under- 
standing of the organization gleaned from analy- 
sis as much as does the organization, per se. 

Arising from this latter view is a question as to 
the problematic relationship between obser- 
vations and interpretations, and how interpreta- 


tions are formed and articulated concerning 
observations. Pepper (1942), for example, 
argued that rather than being distinct, interpre- 
tation and observation are closely linked with 
one another, and more specifically, that observa- 
tions are dependent on certain implicit theories 
which organized them as well as the language 
with which they are expressed. On this point, 
White, for example, observed that: 


the dreams of a value-neutral language for the human 
sciences was inspired by the success of the physical 
sciences in applying stipulated languages and mathemati- 
cal protocols to their data. And this had an important ef- 
fect on the development of attitudes within the human 
sciences with respect to the problem of language in gen- 
eral. It had the effect of concealing to the practitioners of 
the human sciences, the extent to which the very con- 
stitution of their field of study was a poetic art, a genuine 
“making” or “invention” of a domain of inquiry, in which 
not only specific modes of representation are sanctioned 
and others excluded, but also the very contents of per- 
ception are determined (1978, p. 252). 


The concept of world theories, and the related 
view that the perspective of the observer plays 
an important role in shaping the acquisition of 
knowledge, has been applied to probing re- 
searchers’ understanding of phenomena such as 
organizations (Manning, 1979). But, many other 
observers of organizational action exist, among 
them auditors. As described above, the tradi- 
tional position concerning auditor detachment 
is markedly consistent with the correspondence 
theory perspective. But, beyond this traditional 
boundary, philosophically the auditor and. the 
client may be seen as inextricably bound to- 
gether, where audit opinions and conclusions 
may be influenced by the philosophical stance of 
the auditor rather than just the various charac- 
teristics of the client. Instead of viewing an audit 
as a series of closely coordinated technical steps, 
it may be informative to view it as a social enter- 
prise that relies on language and certain imbed- 
ded perspectives in order to understand the 
client organization and to make it understanda- 
ble. The purpose of this paper is to study the role 
of world theories in influencing the manner in 
which auditors gain an understanding of client 
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organizations, specifically in assessing a client’s 
inherent risk. 

The remainder of the paper is organized into 
five sections. In the first, the concept of world 
theories and its relationship to knowledge is 
more fully explored. The second section 
examines the auditing research that relates to 
two specific worid theories — mechanistic and 
organic — and then derives a central research 
question and expresses a corollary research ex- 
pectation related to inherent risk assessment. 
The third section describes the research 
methods employed. And finally, the fourth sec- 
tion discusses the empirical results and draws 
implications for future research. 


KNOWLEDGE, WORLD THEORIES AND ROOT 
METAPHORS 


The central question addressed by Stephen 
Pepper in his book World Hypotheses (1942) 
was how humans evaluate evidence to arrive at 
reliable knowledge. To begin with, Pepper 
called attention to the difference between con- 
ventional hypotheses (see also Poincaré, 1946) 
and structural hypotheses (see pp. 47—60). In 
the case of the former, knowledge is refined 
through a process of “multiplicative corrobora- 
tion” in which many observations of the same, li- 
mited data, such as the strength of a chair, are 
made, preferably across a number of observers. 
The key here is the repetition of the same obser- 
vation, for example, sitting in the same chair by 
a number of people. The hypothesis plays a rela- 
tively passive role in merely pointing out what 
fact is to be observed — it is the observation, not 
the hypothesis that predominates, and con- 
sequently, the hypothesis possesses no cognitive 
value in the sense that after facts are observed or 
not observed, the hypothesis is discarded, i.e. 
after the chair is sat in and judged to be strong, 
the question is abandoned and the observer 
moves on. For such conventional hypotheses, 
the observer is seeking data that are ideally free 
of interpretation and are characterized by an in- 
variance in physical measurements across condi- 
tions and observations. In this regard, for 


example, the auditing literature has stressed the 
importance of “intersubjectivity” (i.e. arriving at 
the same conclusion given the same audit evi- 
dence) as an important decision criterion (see, 
for example, the Committee on Basic Auditing 
Concepts, 1973). 

In contrast, for structural hypotheses, knowl- 
edge is refined, not by having multiple observa- 
tions of the same fact, but by establishing the 
structural relations among many different facts 
in order to better understand the nature of the 
one central phenomenon being studied. In the 
example of the chair, the observer would study 
the leg braces, glue used, types of screws and 
nails, and so on, to judge the strength of the 
chair. Here, the observer is seeking "danda", that 
includes data on physical measurements, but it 
also extends beyond such a focus to include a 
central judgment of how the micro facts com- 
bine to produce the macro fact, Le. the judgment 
as to the strength of tbe chair. The refinement of 
the danda is, in turn, evaluated on massiveness of 
convergent evidence, not the number of obser- 
vations made. Because of these structural rela- 
tions, however, the structural hypothesis begins 
to take on a cognitive value in its own right — 
the hypothesis itself begins to exist as one form 
of object in the world in the sense that the 
knowledge gained in the development of the 
structural hypothesis has meaning rather than 
just the observations relating to the hypothesis. 

In order to further refine the knowledge 
gained relating to the structural hypothesis, the 
observer proceeds in two possible directions: 
(1) to improve the precision of the hypothesis 
by having it more exactly fit, correspond to, 
describe, or strictly refer to the evidence under 
consideration; or (2) to increase the scope ofthe 
hypothesis by expanding the range of 
phenomena to which it may be applied ( Pepper, 
1942, pp. 76 and 118). According to Pepper, in 
seeking to improve the precision, and especially 
the scope of a structural hypothesis, the 
observer keeps modifying and extending the 
hypothesis to accommodate more outlying facts, 
for as long as these facts lie outside of the hypo- 
thesis, the hypothesis will be of questionable re- 
finement. He reasoned that: 
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It is characteristic of structural corroboration to try to re- 
solve everything of cognitive value into fact. For one fact 
effectively corroborates another fact only if the struc- 
tural bearing of the one upon the other is itself a fact. The 
aim is to make the very structure of the corroboration, so 
to spcak, natural or causal, and to remove all arbitrary ele- 
ments from the hypothesis ( p. 80). 


Pepper concluded that the ultimate structural 
hypothesis is therefore one that accounts for 
all significant facts and is itself, in turn, cor- 
roborated by the facts. Pepper termed such a 
hypothesis of unlimited scope, a world hypo- 
thesis or world theory (p. 77). 

Pepper (1942) reasoned that humans rely on 
“world theories" to organize how things work in 
the world around us. World theories, in turn, 
serve as images of the relations that underlie ac- 
tivities and events, and help bring an apparent 
order and sense to the multitude of diverse, 
sometimes conflicting, sometimes consistent 
evidence tbat we continually encounter. Impor- 
tantly, he contended that world theories actively 
influence the evidence evaluated, as well as its 
Observation, interpretation, and articulation 
rather than the evidence being detached from an 
underlying theory as is alleged in conventional 
hypotheses (Pepper, 1942, pp. 72, 82-83). For 
these reasons, Pepper concluded that world 
theories should be studied in their own right. 


Four relatively adequate world theories 
Interested in exploring the sources, nature, 
and value of cognitive understanding, rather 
than any particular world theory, Pepper further 
reasoned that basic root metaphors serve as 
sources of cognitive inspiration for integrating 
widely varied observations about the world, and 
hence come to "induce" various world theories. 
More specifically, Pepper ( 1942) observed that: 


, Aman desiring to understand the world looks about for a 
clue to its comprehension. He pitches upon some area of 
common-sense fact and tries if he cannot understand 
other areas in terms of this one. This original arca be- 

` comes then his basic analogy or root metaphor. He 
describes as best he can the characteristics of this area, 
or, if you will, discriminates its structure. A list of its 
structural characteristics becomes his basic concepts of 
explanation and description. We call them a set of cate- 
gorics. In terms of these categories he proceeds to study 


all other areas of fact whether uncriticized or previously 
criticized. He undertakes to interpret all facts in terms of 
these categories. As a result of the impact of these other 
facts upon his categories, he may qualify and readjust the 
categories, so that a set of categories commonly changes 
and develops. Since the basic analogy or root metaphor 
normally (and probably at least in part necessarily ) arises 
out of common sense, a great deal of development and re- 
finement of a set of categories is required if they are to 
prove adequate for a [structural] hypothesis of unlimited 
scope. Some root metaphors prove more fertile than 
others, have greater powers of expansion and of adjust- 
ment. These survive in comparison with the others and 
generate the relatively adequate world theories (pp. 90— 
91). 


Pepper (1942) went on to propose that four 
autonomous, mutually exclusive world theories 
have proven to be relatively adequate, in terms 
of their precision and scope, for producing 
reliable knowledge. Each of these theories is, in 
turn, induced by a corresponding root 
metaphor. These four world theories and root 
metaphors are as follows: 


Root metapbors World tbeories 
Similarity Formism 
Machine Mechanism 
Historic event Contextualism 
Organism; holistic integration Organicism 


Pepper distinguished these four relatively 
adequate world theories along two dimensions, 
dispersive versus integrative theories and 
analytic versus synthetic theories as portrayed in 
Fig. 1. 


Integrat!ve 


ECCE NN 


Fig. 1. Two dimensions underlying world theories (derived 
from Pepper (1942)). 


Dispersive 





Analytic 


Synthetic 





According to Pepper, the analytic vs synthetic 
distinction falls on a continuum. All world 
theories have both analytic and synthetic as- 
pects, but each emphasizes one aspect over the 
other. Analytic world theories use separate ele- 
ments or details of the situation as primary, with 
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the synthesis of the details being a secondary 
concern. Here, raw observations are seen as key 
to understanding. Synthetic world theories use 
whole complexes of observations as primary, 
analysing them into components only second- 
arily. 

In some contrast, the dispersive vs integrative 
distinction is more of a dichotomy as opposed to 
a continuum. Dispersive world theories take the 
basic facts (analytic or synthetic) and deal with 
them one by one without assuming that every 
fact necessarily is related to every other. For the 
dispersive theories, the world is assumed not to 
be highly systematic or probabilistic. In contrast, 
integrative theories do not allow for a great deal 
of mere chance. Facts are assumed to fit together 
in a determinate order, and the world is assumed 
to be highly systematic and thus essentially pre- 
dictable, following laws or interrelationships 
that are at least probabilistic in nature. 

Key in examining these two dimensions is the 
notion of the active agency of the observer in re- 
lation to observed evidence — that the underly- 
ing root metaphor and philosophical stance of 
the observer influence both what is perceived to 
be primary evidence, how it is interpreted, and 
what order is attributed to that which is ob- 
served. From this basis, Pepper (1942) observed 
that: 


the categories of formism and contextualism are such 
that, on the whole, facts are taken one by one from what- 
ever source they come and are interpreted as they come 
and are [then] left. The universe has for these theories the 
general effect of multitudes of facts, rather loosely scat- 
tered about and not necessarily determining onc another 
to any considerable degree. The cosmos for these 
theories is not in the end highly systematic — the very 
word "cosmos" is not exactly appropriate. They regard 
system as something imposed upon parts of the world by 
other parts, so that there is an inherent cosmic resistance 
to determinate order in the world as well as a cosmic 
trend to impose it. Pure cosmic chance, or unpredictabil- 
ity, is thus a concept consistent with these theories even 
if not resorted to or emphasized by this or that partícular 
writer ... the type of inadequacy with which dispersive 
theories are chiefly threatened is indeterminateness or 
lack of precision. 


For the categories of mechanism and organicism, how- 
ever, a concept of cosmic chance is inherently inconsis- 
tent and is veiled or explained away on every occasion 
that it threatens to emerge. If nothing better can be done 
with it, it is corraled in certain restricted areas of the 
world where the unpredictable is declared predictable, 
possibly in accordance with the law of probability. For 
these two theories the world appears literally asa cosmos 
where facts occur in a determinate order, and where, if 
enough were known, they could be predicted, or at least 
described, as being necessarily just what they arc to the 
minutest detail (pp. 142—143). 


Given a lack of systematic order, unpredicta- 
bility, and imprecision of the formist and contex- 
tualist world theories, it is not surprising that the 
root metaphors of machine and organism and 
the associated mechanistic and organic world 
theories (as discussed in the next section) have 
predominated in the organizational theory 
literature (e.g. Burns & Stalker, 1961; Hickson, 
1966; Mintzberg, 1979, 1989), where a prevail- 
ing presumption is that organizations and their 
environments exhibit some degree of order. 
More specifically in auditing, given a very 
pointed focus on gaining a systematic under- 
standing of a client organization by gathering 
and evaluating relevant evidence in order to ren- 
der an opinion on its financial statements taken 
as a whole, it would appear that only the 
mechanistic and organic perspectives have re- 
ceived research attention. Consequently, we 
will now focus more narrowly on the mechanis- 
tic and organic world theories.! 


Mechanistic and organic world theories 
According to Pepper (1942), the overriding 
thrust of the mechanistic world theory is on 
forming basic or primary categories of evidence 
in order to identify laws governing the 
phenomenon of interest. In such an orientation, 
attention is directed at finding the location of 
evidential components, which in turn deter- 
mines the functioning of the “machine”. The 
categories of interest are preferably concrete, 
analytical, and quantitative in nature. While 


! Although we focus on only the mechanistic and organic world theories for purposes of more detailed theoretical and 
empirical analyses, we will discuss the potential limitation of not studying formism and contextualism in the concluding 


section of the paper. 


66 MARK W. DIRSMITH and MARK E. HASKINS 


qualitative evidence is recognized as existing, it 
is discounted as largely being irrelevant; here, 
things are considered “real” only if they have a 
time and a place, hence there is a presumed re- 
liance on data rather than danda. Importantly, 
Pepper (pp. 221—222) observed that relatively 
simplistic, mechanistic theorists strive to ensure 
the correspondence between their observations 
and the phenomenon of interest (the visual 
image they construct exactly matches the 
machine represented ). In turn, the major flaw of 
this world theory is that the observer is fated to 
relying on the secondary categories of human 
perception of senses to identify and interpret the 
primary categories of the phenomenon of in- 
terest. Thus, evidence is constrained to being 
private to the observer, symbolic and inferential, 
and yet ironically the mechanist presumes the 
observed facts to be reality. Pepper concluded 
that the mechanistic world theory tends to be 
the most predominant in that-it offers the most 
promise of an integrated set of laws that may be 
systematically built piece by piece. 

Drawing on Pepper, White (1978, pp. 51—80; 
see also Burke, 1969) reasoned further that 
those exhibiting a mechanistic world theory are 
concerned with identifying relevant parts of the 
phenomenon of interest, firmly establishing rela- 
tionships among these parts, and finally isolating 
those champion parts that are presumed to be 


most capable of representing the overall: 


phenomenon. Here then, there is an emphasis on 
isolating a causal chain among parts which relies 
on a heirarchical decomposition leveraged on 
champion parts. According to White, however, 
rather than completely discounting qualitative 
evidence, incorporeal or intangible observa- 
tions are interpreted in terms of corporeal or 
tangible observations (see also Burke, 1969, 
p. 506). 

In contrast with this focus on identifying 
concrete or quantitative parts useful in well- 
structured analyses, the organic world theory fo- 
cuses on holistic integration — that the whole is 
greater than the sum of its parts. Pepper (1942) 
observed that: 


The organicist believes that every actual event in the 


world is a more or less concealed organic process. He be- 
lieves, therefore, that a careful scrutiny of any actual pro- 
cess in the world would exhibit its organic structure, 
though some of the processes with which we are gener- 
alty familiar reveal the structure more clearly and openly 
than others. The categories of organicism consist, on the 
one hand, in noting the essive] steps involved in 
the organic process, and, on the other hand, in.noting the 
principle features in thc organic structure ultimately 
achieved or realized. The structure achieved or realized 


is always the ideal aimed at by the progressive steps of the 
process (p. 281). 


According to Pepper (1942), the organicist 
seeks to develop an ultimately unattainable ideal 
integration through an iterative process in 
which facts are observed, partially integrated, 
contradictions or “fragments” exposed; facts and 
fragments are combined to a higher order inte- 
gration; and so on. Noteworthy, the organicist 
on one hand sees the integration as being prim- 
ary to knowledge acquisition, while the observa- 
tion of raw facts is relegated to being secondary, 
and yet acknowledges on the other hand that the 
ideal integration is never achieved. Consistent 
with this perspective, White (1978) has 
reasoned that the language favored by the or- 
ganic theorist tends to focus and articulate the 
central role of integration, while de-emphasizing 
the facts observed or champion parts isolated. 
Here, evidence, in the form of fragments and 
contradictions that may be either quantitative or 
qualitative, are accepted on their own terms 
without hierarchically ordering them or trans- 
lating qualitative evidence into qualitative form. 
Refinement of the resulting organic world 
theory is, in turn, gauged in terms ofits (1) inclu- 
siveness, where even qualitative evidence must 
be incorporated in its own right rather than 
being subordinated to quantitative observations, 
(2) determinateness in that inconsistencies 
among observations or facts are resolved, and 
(3) ability to integrate observations into an or- 
ganic whole. The major flaw of organicism, that 
it displays at the outset, is the schism between 
the progressive categories of what is observed in 
the here and now and the ideal categories to 
which it aspires but never achieves. 

Pepper (1942) identified an inherent irony 
that resides in the existence of the mechanistic 
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and organic world theories. On the one hand, 
these theories are both seen as striving to ac- 
count for all known facts. For mechanism, the 
raw observations are seen to be primary, witha 
focus being placed on constructing causal chains 
of data hierarchically organized around champ- 
ion facts. In marked contrast, organicism seeks 
an ideal organic whole, wherein facts are charac- 
terized by strong mutual interdependencies 
rather than being hierarchically ordered. In turn, 
raw observations are disparaged as lacking both 
purity and relevance in the sense that they lack 
meaning in the absence of their integration. 
Thus, it may be seen that one world theory can- 
not use its own reasoning process (for example, 
the identification of champion parts for 
mechanism or partial integrations for organi- 
cism ) to win arguments with another — they are 
competing and equally adequate views of reality 
in terms of their precision and scope. 

On the other hand, without the existence of a 
competing world theory, the distinction be- 
tween reality and the understanding of reality 
suggested by a single world theory is lost. Here, 
as noted earlier, world theories should be seen 
as actively influencing the evidence evaluated, 
as well as its observation, interpretation, and 
articulation. On this point, Pepper (1942) 
concluded (see also White, 1978; Burke, 1969) 
that words and language play a critical role in 
shaping, channeling, and altering the meanings 
attributed to evidence. He observed that: 


Ideally, through words on the pages of a book, a world 
theory illuminates the world for us, and the world stands 
revcaled to us not in imagination but in fact just as it is. 
For the words of the book are supposed, so to speak, to 
put us in gear with the world, so that all we have to do is 
to guide the wheel and observe how things look as the 
headlights bring them in view. Actually this ideal is not at- 
tained, as the conflict of world theories with one another 
and the conflict of facts within the world theories suffi- 
ciently prove. The gears grind, the lights flicker, and the 
lenses distort. Nevertheless, we do seem to get some idea 
of our world from these vehicles, and without them we 
should have to walk pretty much in the dark. But the bet- 
ter cars we make, the harder it is to find out what is still 
wrong with them. When the lights obviously flicker, we 
know where to apply our ingenuity to make them steady, 
but when they steadily make everything, say, blue, it is 
hard for us to realize that natural objects are not them- 


selves always blue and that it is only this car which makes 
them appear so (p. 80). 


Similarly, White (1978, esp. p. 72) argued that 
not only do world theories determine what are 
seen as "facts", but also the meanings attributed 
to these facts through the. appplication of 
language. Thus, words and language mediate be- 
tween the observed and the observer, suggest- 
ing that there exists a reciprocal interdepen- 
dence among language, perception, and under- 
standing (see also Manning, 1979; McCloskey, 
1983; Fishman, 1960, 1968; Bernstein, 1958; 
Dittmas, 1976; Rosch, 1977; Thompson, 1984; 
and Bordieu, 1977a, 1977b). It is for these rea- 
sons that, although they cannot win arguments 
with one another, the only legitimate critic of 
one world theory is another world theory (see 
for example, Pepper 1942, pp. 72—73). 


ROOT METAPHORS AND WORLD THEORIES 
IN AUDITING, AND THEIR RELEVANCE TO 
INHERENT RISK ASSESSMENT 


Basic assumptions are not only the foundation from 
which we reason, but like many other foundations, they 
tend to be hidden and their importance is therefore un- 
recognized. No subject can make real progress until its 
basic assumptions, their nature, weaknesses, and implica- 
tions are uncovered and examined. In this respect, it 
must be admitted that auditing has fallen behind certain 
other disciplines (Mautz & Sharaf, 1961, p. 9). 


More than a quarter ofa century after Mautz & 
Sharaf made the above observation, the assump- 
tions underlying auditing, hidden in their impor- 
tance, largely remain to be articulated and 
examined. Related to this void, the purposes of 
this section are to examine the relevance of the 
concepts of root metaphor and world theory to 
auditing in general, and to auditors' assessment 
of inberent risk in particular. This discussion is 
organized into two corresponding subsections 
followed by a statement of the central research 
question and expectation to be empirically 
examined. 


Root metapbors in auditing 


To date, Pepper's (1942) work concerning 
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world theories has not received significant re- 
search attention with the business literature and 
none, we believe, in auditing. Discussion of two 
basic root metaphors (although not recognized 
as such), however, has appeared. As noted earli- 
er, when one desires to understand a phenome- 
non in the world, such as client organizations, 
one looks about for some common-sense fact or 
clue that may be used to understand the 
phenomenon. This original clue becomes a basic 
analogy or root metaphor that subsequently 
serves as a basis for refined reasoning. The two 
analogies that have been used are, of course, the 
machine and the organism (in organizational 
theory, see, for example, Burns & Stalker, 1961; 
Hickson, 1966; Mintzberg, 1979). In auditing, 
these two root metaphors have been discussed 
primarily in terms of the related concepts of 
structure and judgment, respectively. Here, 
there appears to have existed an uneasy tension 
that has lasted for decades between the positions 
that auditing is a well structured, or mechanistic 
process vs that it is largely a judgmental or 
organic process in which the audit must be 
tailored to suit the unique characteristics of each 
audit (for early discussions supporting the 
mechanistic view, see, for example, American 
Institute of Accountants, 1917, 19182, 1918b; 
and SEC 1938: for early discussions supporting 
the organic view, see, for example, Montgomery, 
1912; Richardson, 1929; AICPA, 1936; Brown, 
1962; SEC, 1947; and see also Dirsmith & 
McAllister, 1982a). 

More recently, this tension has escalated to an 
apparent schism between the two views. 
Reflecting a mechanistic perspective, Elliott 
(1981) observed that: 


There arc abundant research opportunities in the arca of 
audit efficiency. We need breakthroughs, and in my 
opinion, there is evidence that breakthroughs are possi- 
ble. The evidence lies in the recent fruitful attempts to 
substitute structure for judgment in the audit process ( p. 
3; Elliott, 1983; sec also, Willingham, 1987; Peat, Mar- 
wick, Mitchell & Co., 1976). 


Similarly, recognizing a trend toward increas- 
ing structure, Joyce & Libby (1982) commented 
that: 


A number of public accounting firms have developed 
what is known in the judgment literature as “expert mea- 
surement and mechanical combination models". These 
models substitute structure for part of the audit judg- 
ment process to ensure that all important variables are 
evaluated and then combined into a decision in a consis- 
tent fashion (p. 110; see also Holstrum, 1981; Holstrum & 
Kirkland, 1982; Mullarkey, 1984; Touche Ross, 1981). 


Few would contest the trend towards well- 
structured, or mechanistic decision making in 
auditing. Stringer (1981), for example, wrote: 


As to auditing procedures and techniques, I believe there 
is a slow but steady progress toward ( 1) more structured 
approaches in the development and application of audit 
programs, questionnaires, flowcharts, and other means 
for convcying audit instructions and documenting and 
evaluating information obtained, and (2) the use of quan- 
titative methods for performing and evaluating the 
results of substantive audit tests. In this respect, future re- 
search could be directed to studying the existence or 
desirability of this perceived trend (p. 4; see also Loeb- 
becke, 1981). 


In marked contrast, and taking a judgment 
stance in which he specifically supported using 
the term “organic” over the more pejorative 
term “unstructured” used by his adversaries in a 
debate as to the merits of mechanistic versus or- 
ganic perspectives, Sullivan (1984) concluded 
that: 


Those potential policies that underlie a structured audit 
approach seem to suggest that the issue really isn’t that of 
a structured approach vs an unstructured approach, but 
rather that of structure versus judgment. The two camps 
can be divided into those auditors who believe that au- 
ditor judgment should be replaced by structured, 
quantitative algorithms and those that believe that the 
audit decision process cannot be reduced to a quantita- 
tive model but will always require the exercise of consid- 
erable judgment (p. 62; see also Defliese et al., 1975; 
Dirsmith & McAllister, 1982a, 1982b; Dirsmith et al. 
1985). 


The issue of structure vs judgment in audit- 
ing has received only relatively recent attention 
in terms of empirical research. In this regard, 
Cushing & Loebbecke (1986) attempted to 
understand auditing by examining the guidance 
provided to practicing auditors by their firms. 
Toward this end, they subjected the in-house 
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audit policy manuals of 12 large public account- 
ing firms to a form of content analysis, categoriz- 
ing the manuals according to (1) the length of 
the material; (2) the types of material, including 
narratives, checklists, preprinted forms, ques- 
tionnaires, formulae, computer programs, flow- 
charts, matrices and diagnostic techniques; (3) 
an evaluation of the degree of integration of the 
materials; and (4) a judgment as to whether the 
materials were primarily analytical or qualitative 
in nature. Importantly for purposes of the cur- 
rent study, but apparently unanticipated by 
them, Cushing and Loebbecke found that the 
firms varied quite dramatically in terms of how 
“structured” their audit methodologies were. 
They defined a structured audit methodology as 
“a Systematic approach to auditing characterized 


by a prescribed, logical sequence of procedures, 


decisions, and documentation steps, and by a 
comprehensive and integrated set of audit 
policies and tools designed to assist the auditor 
in conducting the audit” (1986, p. 32). 
Categorizing the firms as highly structured, 
semi-structured, partially structured and un- 
structured, Cushing & Loebbecke described 
highly structured firms as placing strong em- 
phasis on pre-engagement planning, the explicit 
definition of staffing responsibilities for each 
audit, a reliance on specialists, the quantification 
of audit risk during each audit with detailed or 
comprehensive guidance, and a shift of audit de- 
cision making from the individual auditor to- 
ward the central firm. By contrast, unstructured 
firms emphasized pre-engagement planning and 
the use of detailed internal control question- 
naires, but the remainder of the audit process 
was not described in a detailed, integrated, quan- 
titative manner. As presented in a paper presen- 
tation rather than in the text of their published 
work, the concept of structured and unstruc- 
tured audit approaches emerged with Cushing & 
Loebbecke's interpretation of the audit manuals 


rather than the facts presented in the manuals 


themselves: thus, the researchers’ own percep- 
tions played a prominent role in the categoriza- 
tion process (we will return to this last point 
when we introduce footnote 2 below). 

Cushing & Loebbecke (1986) concluded 


their analysis by discussing the advantages and 
disadvantages of structure, as opposed to the ad- 
vantages and disadvantages of the “unstruc- 
tured” audit approach, in view of a number of 
forces that included [where (+ ) indicates forces 
favoring structure and (-—) indicates those 
mitigating against structure]: greater competi- 
tion and the resulting emphasis on audit effi- 
ciency (+ ); greater regulation of the profession 
(+); audit litigation and the need to de- 
monstrate what the audit entailed (+); in- 
creased use of computers (+); the increasing 
complexity of the business environment (+); 
the existence of clients with unique problems 
(—); a possible tendency of some individual au- 
ditors to apply structured materials in a 
mechanistic way (—); the possibility that firm 
members may not totally follow prescribed 
structured steps in an audit involving litigation 
(—); a perception that a structured approach re- 
duces opportunities to apply professional judg- 


‘ment ( — ); and the cost of developing structured 


materials (—). Cushing & Loebbecke recom- 
mended future research directed at both iden- 
tifying the differences among firms that vary in 
terms of structure and isolating the impact of 
structured vs unstructured audit approaches. 
Within the text of their publication, Cushing & 
Loebbecke hinted at a trend toward more struc- 
ture, while in private discussions with the re- 
searchers they amplified this observation by not- 
ing surprise at the rapid displacement of un- 
structured with structured audit approaches. 

In a second empirical study, and based on a 
stated premise that "the cost-benefit of audited 
accounting information is potentially affected by 
officially established accounting and audit rules" 
(1986, p. 73), Kinney proposed a positive theory 
(interestingly, a theory criticized by Pepper 
(1942), as being insufficient in its precision and 
scope) to explain the voting behaviors of the 
Auditing Standards Board. More specifically, 
Kinney hypothesized that "the [audit] firms' 
votes are a function of their use of a structured 
audit technology" (1986, p. 73). Here, Kinney 
extended Cushing & Loebbecke's ( 1986) defini- 
tion of the unstructured approach, noting that 
"unstructured firms use less structured guidance 
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and leave more considerations to the judgment 
of the field auditor" and that integrated test 
results and consideration of the audit risk model 
are not formalized for such firms. Kinney saw his 
study as being consistent with a positive theory 
perspective in the sense that it was cost-benefit 
oriented, wherein firms supported or didn't sup- 
port proposed auditing standards based on their 
own economic self-interest. These interests in- 
volved signaling audit quality to attract new 
clients, reducing training costs, improving 
documentation of the audit process to defend 
against litigants, documenting the comprehen- 
siveness of audits to escape governmental regu- 
lation, and improving the production efficiency 
of audits. In assembling his empirical data, 
Kinney first asked the Board members to classify 
the firms they represented with regard to how 
structured or unstructured their audit ap- 
proaches were. Kinney used this evidence to 
classify the firms as follows: 


(1) Structured — Deloitte, Haskins & Sells 
(DHS&S); Peat, Marwick, Mitchell & Co. (PMM); 
Touche Ross (TR); and two smaller firms. 

(2) Intermediate — Arthur Andersen (AA); 
Arthur Young (AY); Ernst & Whinney (E&W ); 
two non-Big Eight firms; and one small firm. 

(3) Unstructured — Coopers & Lybrand 
(C&L); Price Waterhouse (PW ); and nine small 
firms. 


After corroborating these observations with 
other sources of information, including the 
Cushing & Loebbecke study, Kinney tabulated 
the Board's ballots for the three-year period end- 
ing in 1984. He found that firms with relatively 
Structured audit methodologies tended to favor 
proposals that included relatively technical 
standards which added structured guidance 
(such as Statement of Auditing Standard (SAS) 
No. 47 on audit risk discussed in the next subsec- 
tion); relatively unstructured firms did not. Al- 
though Kinney found that intermediate firms 
won the most ballots, he noted a tendency for 
the overall Board to vote in favor of structured 
standards. In his formal presentations (1984b) 
and in private discussions, Kinney amplified this 
finding and noted a strong tendency for firms to 
become increasingly structured. In his pub- 
lished text, Kinney (1986) recommended future 
research directed at studying auditors’ behavior 
with respect to the degree of structure imposed 
by their firms. Ironically, as noted in presenta- 
tions, and in view of a general increase in audit 
structure, Kinney also observed that audit 
technology, vis 4 vis structure, may become a 
non-issue for research purposes in the sense that 
the auditing profession is building an even better 
machine for understanding clients.’ 

Although research to date remains limited, the 
degree of audit firm structure has been empiri- 
cally found to be associated with (1) client 


2 At this point it may be worthwhile to more closely consider the terms "structured" and “unstructured” audit approaches 
used by Cushing & Loebbecke (1986) and Kinney ( 1986), and particularly their decisions to not use a more neutral term than 
“unstructured”. To begin with, Loebbecke’s career prior to becoming an academic, included serving as the Research Director 
for Touche Ross, a firm classified by Kinney as being structured. While in this position, Loebbecke effectively championed 
the implementation of various audit methods, such as statistical sampling, that engendered increasing structure. While an 
academic, Loebbecke also served on the Auditing Standards Board during an era when it tended to support increased audit 
structure. Somewhat similarly, Kinney served on the Auditing Standards Board task forces that pointedly sought to enhance 
audit structure — that eventually culminated in new auditing standards. Following his task force service, he then served on 
the Board in an era that supported increased structure. 

The implications of these very meritorious activities are twofold. First, their interpretations of audit manuals and board 
activities, as well as the selection of language used in their research, may well be implicitly influenced by an undertying 
mechanistic world hypothesis. Thus, positions, audit pronouncements, manuals, and implications reflecting a more organic 
world theory may be insufficiently represented in these two studies. Second, and by analogy, given their involvement in the 
development of audit manuals and standards, their interpretation of this material may suffer from a form of auto-correlation. 
Our point here is not to critique Cushing & Loebbecke’s nor Kinney’s work, but to point out that researchers, like the auditing 
firms and even our own research reported here, are not impartial interpreters of an objective reality, but are influenced by 
their and our own underlying root metaphors. We join Albert Einstein, whose position was recounted in the opening quote 
of this paper, in admitting that we, as researchers, in part committed part of the crime that we investigated. 
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financial disclosure patterns, with structured 
firms exhibiting greater judgment consensus 
within audit reports as it relates to accounting 
principle consistency exceptions (Morris & 
Nichols, 1988), and a stronger time orientation 
as it relates to the release date of client financial 
statements disclosing “surprise” information 
(Williams & Dirsmith, 1988); (2) the methods 
used to coordinate and control audit team mem- 
bers with audit seniors from structured firms re- 
lying more heavily on vertical communication 
channels to resolve complex problems (Bamber 
& Snowball, 1988); and (3) auditor role charac- 
teristics, with audit seniors from more struc- 
tured firms perceiving that such firms do exhibit 
more structured characteristics, organize audit 
tasks so as to be more analysable and devote 
more energy to formalizing standard operating 
procedures, and that they experience less role 
stress in terms of role conflict than do seniors 
from unstructured firms (Bamber et al., 1989). 
Thus, although the concept of world theory 
has yet to be applied to auditing, it appears that 
the root metaphors of the machine and or- 
ganism, in the form of structured and unstruc- 
tured (judgmental ) audit approaches, have been 
applied as analogies to gaining an understanding 


of auditing. Further, these metaphors have been. 


empirically demonstrated to offer some insight 
into various aspects of auditing. These analogies 
have not as yet, however, been applied to under- 
standing the audit process in general and, more 
specifically, the auditor’s assessment of a client’s 
inherent risk. 


Tbe auditor's assessment of inherent risk 
The overall thrust of the auditor’s assessment 





of inherent risk is to gain an understanding of a 
client’s business and its environment. This area 
was chosen as the focus of the empirical portion 
of our analysis because of the very limited 
guidance given to auditors for making this as- 
sessment in the professional literature. Con- 
sequently, lacking specific requirements, au- 
ditors may exhibit more variability in how this 
risk is assessed, and the influence of the audit 
firm's root metaphor or world theory may possi- 
bly be detected. As we shall see, the issue of audit 
structure has also been raised in literature deal- 
ing with audit risk assessment. 

The auditing literature has long recognized 
the importance of such client-centered factors 
as the nature of the client's business, the types of 
transactions it enters, the size of the client's or- 
ganization, the make-up of its personnel, and its 
system of internal controls, and the types of 
financial statements it issues in shaping the audit 
performed (Montgomery, 1912; American 
Institute of Accountants, 1938). Importantly, 
the recognition that auditors must understand a 
client's business has historically been comingled 
with the narrower and more structured concern 
of assessing internal control. 

Currently, generally accepted auditing stand- 
ards require auditors to both review internal 
control and to understand a client's business. 
Regarding the former, the second field-work 
standard requires that "a sufficient understand- 
ing of [a client's] internal control structure is to 
be obtained to plan the audit and to determine 
the nature, timing and extent of the tests to be 
performed" (AICPA, 1988b, p. 3). The profes- 
sional literature has traditionally segmented in- 
ternal control structure into quite specific parts 


? Although this literature has not been invoked, the extant empirical work on audit structure is consistent with research on 
organizational culture that has been usefully deployed in studying intra-industry differences in organizational philosophies. 
Organizational culture is defined as, socially acquired knowledge that is shared among members and, importantly, is 
embodied in general organtzational frames of reference, or cultural maps or patterns, that enable members to adequately 
define situations and take action (sec, for example, Van Maanen, 1979b; Schein, 1985; Wilkins & Dyer, 1988). Key within the 
cultural perspective is the use of language to create a sense of shared purpose, and to control perceptions and regulate 
member behavior in a manner beyond the reach ofstandard control systems (Sathe, 1983; Pfeffer, 1981; Safford, 1988). While 
there has been growing appreciation of the contingent nature of culture (sec, for example, Kilmann et al., 1985; Lorsch, 1985; 
Schein, 1985; Weiner, 1988), with the possible exception of Pfeffer (1981), it does not appear that the world theories and 
corresponding root metaphors implicitly assumed by organizations have been studied both as being complicit in the 


development of organizational cultures and as influencing the perceptions and meanings attributed to actions and events by 
organization members. 
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that are to receive auditor scrutiny (e.g. separa- 
tion of functions, transactions authorization, 
physical safeguards over assets, etc. (AICPA, 
1989)). Then, if the quality of the overall struc- 
ture is gauged to be sufficient, the auditor may 
choose to empirically test the various parts of 
the structure to ascertain if they are working 
correctly as a means of reducing the detailed, 
substantive testing of account balances, thereby 
making the audit more efficient. Noteworthy is 
the accounting profession’s focus on the struc- 
tural properties of internal control that can be 
subjected to empirical tests that assess the de- 
gree to which it functions within certain toler- 
ances, called compliance or attribute testing. 
Thus the auditor's approach to evaluation is seen 
to be integrative and analytic in nature, sugges- 
tive of a mechanistic world hypothesis. 

In some contrast, a broad-based understand- 
ing of a client’s business pertains more directly 
to planning an audit engagement rather than to 
performing specific audit tests. On this point, 
SAS No. 22, titled “Planning and Supervision,” 
States: 


The auditor should obtain a knowledge of matters that re- 
late to the nature of the entity's business, its organization, 
and its operating characteristics. Such matters include, 
for example, the type of business, types of products and 
services, capital structure, related es, locations, and 
production, distribution, and ensation methods. 
The auditor should also consider matters affecting the in- 
dustry in which the entity operates, such as economic 
conditions, government regulations, and changes in 
technology, as they relate to his examination (AICPA, 
1978a, Section .07). 


Lacking here, however, is more concrete guid- 
ance on how auditors should review these mat- 
ters or what impact they should have on the 
audit. 

Recently, audit risk, as an explicit planning 
construct, has received increasing attention 
(e.g Fellingham & Newman, 1985). The 
rationale of the audit risk model is relatively 
straightforward: the higher the degree of audit 
risk (or risk of attesting that a client’s financial 
statements are fair when they are not) the 
greater should be the evidence gathered to sup- 
port the audit opinion (Graham, 1985; Brum- 


field et al., 1983). In particular, the audit risk as- 
sessment discussions appearing in SAS No. 39, 
“Audit Sampling” (AICPA, 1981 ) and SAS No. 47, 
“Audit Risk and Materiality in Conducting an 
Audit” (AICPA, 1983) (both of which were 
examined in Kinney’s (1986) study and with 
which he had direct involvement) decompose 
audit risk into four parts: (1) inherent risk, or 
risk of an error occurring in the accounting sys- 
tem before the recording of transactions and the 
exercise of internal accounting control (this risk 
has been identified as closely corresponding to 
the overall business risk of a client ); (2) internal 
control risk, or the risk that the client's internal 
control structure fails to detect material errors; 
(3) analytical review risk, or the auditor's assess- 
ment of the risk that analytical review proce- 
dures will fail to detect material errors, and ( 4) 
tests of details risk, or the sampling risk in sub- 
stantive testing (see also AICPA, 1972; Cushing 
& Loebbecke, 1983; Graham, 1985). According 
to SAS No. 47, inherent risk and internal control 
risk are the only client-centered factors that au- 
ditors should understand in planning an engage- 
ment, and exist independently from the actual 
performance of an audit. 

Regarding inherent risk, SAS No. 47 reasons 
that the nature of the client's business should 
have a major impact on the audit. The crux of 
this standard is that a knowledge of the client's 
business should have a significant impact on the 
audit, but like predecessor standards, this stand- 
ard fails to offer much guidance on what inhe- 
rent risk is or how the auditor should assess it. 
Furthermore, reasoning that because it is dif- 
ficult and potentially costly to quantify inherent 
risk, the AICPA has conservatively recom- 
mended that it be set equal to one, thereby plac- 
ing risk assessment solely on the other compo- 
nents of the audit risk model that are more con- 
crete and analysable (Kinney, 1984a; Cushing & 
Loebbecke, 1983). 

Not surprisingly, several researchers have 
argued either that inherent risk must be assessed 
independently of control risk, or that inherent 
and control risks are interdependent and there- 
fore must be jointly evaluated to avoid a dis- 
torted assessment of audit risk (see, for example, 
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Cushing & Loebbecke, 1983; Graham, 1985; 
Leslie, 1984; Kinney, 1984a). It consequently 
appears that the relationship between these two 
client-centered factors remains problematic. 

Thus, auditors have long been charged with 
understanding the client organization along two 
dimensions. In the first, relatively ambiguous di- 
mension, they are charged with gaining an over- 
all understanding of the client’s business and its 
environment. Relevant standards such as SAS No. 
47 relating to inherent risk assessment, how- 
ever, lack specificity as to what client attributes 
should be evaluated and how they should be 
evaluated as well as how this assessment should 
influence the audit. In contrast, the second di- 
mension dealing with a client’s internal control 
structure, is much more concrete, structured 
and routinized as to what organizational parts 
and subparts should be evaluated and how they 
should be evaluated. Here, for example, auditors 
are charged with evaluating such client control 
attributes as the segregation of functions, access 
to assets, etc., and are encouraged to document 
such evaluations through use of questionnaires, 
flowcharts and statistical sampling methods 
(AICPA, 1989). Importantly, the relationship 
between these two dimensions has remained 
problematic, with one position being that they 
are independent, or even that inherent risk 
should be ignored in conducting audits because 
it is not quantifiable nor modelable (AICPA, 
1983; Cushing & Loebbecke, 1983; Kinney, 
1984a) while another is that they are interde- 
pendent and must be jointly studied (Cushing & 
Loebbecke, 1983; AICPA, 1988b; Graham, 
1985). Despite a long-term recognition as to its 
importance to auditing and a potentially prob- 
lematic interrelationship with internal control, 
the concept of inherent risk has largely escaped 
systematic investigation. 


Recapitualization and research question 

The concepts of root metaphor and world 
theory may be used to further articulate both 
the tension between the structured and un- 
structured, or mechanistic and organic audit 
approaches, and the auditor’s assessment of 
inherent risk To begin with, there appear to 


exist advocates of both approaches, with pro- 
structure individuals concluding that structure 
may be effectively substituted for judgment 
(Elliott, 1981), that structure may enable the 
evaluation of all important variables and that 
these may be prioritized and combined to pro- 
duce consistent auditor judgments (Joyce & 
Libby, 1982), and that the structured approach 
primarily involves the use of concrete quantita- 
tive evidence in analytical models (Stringer, 
1981). Consistent with this position, Pepper 
(1942) has observed that the basic thrust of the 
mechanistic world theory is on forming founda- 
tional categories of evidence in order to identify 
the laws governing the phenomenon of interest. 
Here, then, raw observations, that are preferably 
concrete, analytical and quantitative in nature, 
are considered to be primary, and attention is 
focused on identifying critical components of 
the phenomenon as well as their interrelation- 
ships. Consistent with this theme, White (1978) 
reasoned that those favoring a mechanistic 
orientation would tend to adopt a language 
stressing a parts-orientation, in which a causal 
chain among parts is identified that is leveraged 
upon knowledge of a few champion parts. This 
language may be expected to appear in written 
textual material (e.g. audit manuals) (Cushing & 
Loebbecke, 1986). 

In contrast, the unstructured, or organic audit 
perspective sees client organizations and their 
financial reporting characteristics as being too 
complex to be completely represented by pre- 
specified and wholly concrete or quantitative 
measures. But rather, informed judgment by the 
field auditor is required to develop a complete 
understanding of the client (Sullivan, 1984). 
Consistent with this position, Pepper ( 1942) ob- 
served that the key property of the organic 
world theory is not the primacy of raw observa- 
tions, but their holistic integration wherein each 
piece of evidence lacks import without its sys- 
tematic integration into an overall organic struc- 
ture. Here, qualitative evidence is accepted on 
its own terms without the necessity of translat- 
ing it into a form compatible with analytical 
models. 

On an empirical level, it has been observed 
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that audit firms reflect different orientations or 
philosophies with respect to structure. For 
example, it has been found that firms are per- 
ceived to be different in terms of 


(1) their structure (Kinney, 1986; Bamber et 
al., 1989) 

(2) their audit manuals (Cushing & Loeb- 
becke, 1986) 

(3) their influences on individual firm mem- 
bers as evidenced by 

(a) their representative’s voting behaviors 
as members of the Auditing Standards Board 
(Kinney, 1986) 

(b) the communication channels invoked 
to coordinate and control audit team members 
(Bamber & Snowball, 1988) 

(c) the role stress experienced by practic- 
ing seniors (Bamber ef al., 1989) 

(4) the timing of their client’s financial state- 
ment releases (Williams & Dirsmith, 1988) and 
accounting principle audit report consistency 
exceptions (Morris & Nichols, 1988). 


Thus, mechanism and organicism are associated 
with systematic differences in audit-related con- 
cepts. Here, according to Pepper (1942), the 
world theories of mechanism and organicism are 
not dichotomous, but rather, may be arranged 
on a continuum between the analytic and syn- 
thetic poles, respectively. Thus, it is possible to 
classify audit firms as structured, intermediate or 
partially structured, and unstructured, much as 
was done by Cushing & Loebbecke (1986) and 
Kinney (1986). Further, consistent with Cush- 
ing & Loebbecke’s and Kinney’s observations 
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concerning the increasing dominance of the 

structured audit approach, Pepper concluded 

that the mechanistic world theory tends to pre- 

dominate for the reason that it offers the most 

promise of a unified set of laws that may be sys- 

tematically built piece by piece. Here though,. 
despite the claim that raw observations are prim- 

ary, it is noteworthy that mechanistic theorists 
must rely on secondary categories — human 

perceptions — to identify the primary cate- 

gories of the phenomena of interest. On this 

point, while claiming a positivistic perspective, 

Kinney (1986) both initiated his study because 

of his own perceptions of a patterned variation 

on ASB voting while serving on a proposed audit- 

ing standards task force and later as amember of 
the ASB, and relied on the perceptions of Audit- 

ing Standards Board members to classify audit 

firms as to structure. Similarly, Cushing & Loeb- 

becke (1986) relied on their own perceptions of 
the audit manuals reviewed to make their 

classifications. Most importantly, Pepper argued 

that world theories, rather than being detached 

representations of reality, shape and channel hu- 

mans' understanding of reality. Thus, the consis- 

tent finding that the audit firm stances do impact 

individual audit firm members, as well as the ex- 

ternal environment in the sense that financial 

statements and audit reports are influenced, are 

to be expected. 

Based upon the foregoing analysis of audit 
firm structure, particularly research conducted 
by Cushing & Loebbecke (1986) and Kinney 
(1986), and its brief integration with Pepper's 
(1942) work on mechanistic and organic world 
theories, a model presented in Fig. 2 may be de- 
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Fig. 2. Mechanistic and organic world theories in auditing (derived from Pepper (1942); White (1978), Cushing & 
Loebbecke (1986); Kinney (1986); Williams and Dirsmith (1988), in organizational theory, see also Mintzberg (1979)). 
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rived which depicts the various forces which 
may impinge on the stance adopted by an audit 
firm vis à vis structure. This figure also incorpor- 
ates the favored forms of language employed by 
each world theory as suggested by White 
(1978). 

Morc specifically, as discussed in the preced- 
ing subsection, the concept of inherent risk 
remains ambiguous if not problematic. While 
inherent risk may play a potentially important 
role in determining overall audit risk (AICPA, 
1989), it has not been specified in a compre- 
hensive manner nor has quantitative, structured 
guidance been provided as to its assessment 
(AICPA, 1983; Cushing & Loebbecke, 1983; 
Kinney, 1984a). Further, it has the potential for 
being imbedded within other components of the 
audit risk model, particularly control risk ( Cush- 
ing & Loebbecke, 1983; Graham, 1985; Leslie, 
1984; Kinney, 1984a). 

Related to this point, Pepper (1942) has as- 
serted that the focus of the mechanistic world 
theory is on forming the basic categories of evi- 
dence, preferably where raw observations are 
concrete, quantifiable, and able to be prioritized 


wherein champion categories are identified and | 


other categories organized around them (see 
also White, 1978). In contrast, Pepper observed 
that the key property of the organic world 
theory is not on the primacy ofraw observations, 
but their integration. Here, effort is not made to 
prioritize observations because raw observa- 
tions in and of themselves lack importance — it 
is their integration that is essential. In addition, 
qualitative observations are accepted on their 
Own terms as are quantitative observations. 
Because inherent risk assessment has remained 
ambiguous and difficult to specify in a com- 
prehensive, quantitative, programmable man- 
ner, it would appear that audit firms which vary 
in terms of structure, would orient differently to 
such an assessment. In turn, because such world 
theories condition perceptions of reality and the 
language used to describe this reality (Pepper, 
1942; White, 1978), and because it has been 
found that an audit firm's philosophy does influ- 
ence the perceptions of its members (Kinney, 
1986; Bamber et al., 1989; Bamber & Snowball, 


1988), it may be reasoned that auditors’ percep- 
tions of inherent risk assessment, as well as the 
language they use to describe this assessment for 
specific clients, may be influenced by the world 
theory subscribed to by their respective audit 
firms. Here, relatively mechanistic or structured 
audit firms would tend to exhibit more ofa parts- 
orientation in the performance of audits in 
which champion parts would be isolated, most 
probably those that are relatively structured, 
programmable, concrete and familiar; those that 
tend to be more qualitative and less subject to 
analytic evaluation would tend to be discounted. 
By contrast, relatively organic or judgmental 
audit firms would tend to exhibit less of a parts- 
orientation, and see the client organization as 
transcending any champion parts, and would in- 
clude both quantitative and qualitative forms of 
evidence. Generally, the perspective of the au- 
ditor as conditioned by his or her firm’s underly- 
ing world theory, may be seen as playing an im- 
portant role in shaping his or her understanding 
of the client organization rather than merely the 
client's "reality". 

Based upon the foregoing reasoning, the 
following research question and related re- 
search expectation may be presented: 


Research question: Does the world theory adopted by an 
audit firm mediate between the auditor and the inherent 
risk evaluation of a specific client organization? 
Research expectation: Auditors from relatively organic 
auditing firms would tend to see a wider variety of client 
dimensions as influencing inherent risk assessment, and 
these would tend to be more qualitative in nature, than 
auditors from relatively mechanistic firms. 


At this point, it is important to comment on 
our use ofthe terms "research question" and "re- 
search expectation". Here, based on extant re- 
search on audit firm structure and its integration 
with Pepper's (1942) work on world theories, it 
may seem warranted to formulate a hypothesis, 
or in Pepper's term, a conventional hypothesis, 
that may be consequently examined on an em- 
pirical level. Such an approach may be seen as in- 
volving the researcher's impartial and distanced 
use of data to support or refute the hypothesis. 
Consistent with earlier discussion, we are study- 
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ing the highly-refined structural hypotheses of 
the mechanistic and organic world theories that, 
in turn, involve the use of danda rather than 
merely data. On this point, Pepper (1942, p. 
101) argued that it is illegitimate to subject the 
results of structural refinement (world theories) 
to the cognitive standards (or limitations) of 
multiplicative refinement (or conventional 
hypotheses ). It follows that it is inappropriate to 
interpret our quantitative data gleaned from a 
test instrument whose development and use is 
described in the next section, as being the only 
meaningful evidence used in interpreting the 
phenomena of interest. In addition, the archival 
evidence obtained from both our review of audit 
manuals and related documents, and the inter- 
views held with practitioners should be seen as 
having significant weight. Importantly, our use 
of these terms should be seen as amplifying the 
position that we, as researchers, should not be 
seen as being impartial and detached from the 
phenomena we are studying. But rather, our 
own root metaphors and world theories may be 
seen as impinging on our research. 


RESEARCH METHODS 


A five-phase field study, that entailed use of 
qualitative and quantitative methods supple- 
mented by an extensive analysis of archival re- 
cords, was used in gathering evidence (Agar, 
1985; Downey & Ireland; 1979; Jick, 1979; Light, 
1979; Lincoln & Guba, 1985; Miles, 1979; 
Mintzberg, 1979; Sanday, 1979; Van Maanen, 
1979a, 1979b). In order to enhance the robust- 
ness of the empirical work, data gathering was 
segregated from interpretation during the first 
four phases of the study, and the principal data 
gatherer was interviewed much as a subject in 
assessing his own interpretations of the archival 
material and resulting test instrument (Sieber, 
1973; Miles, 1979; Agar, 1985; Lincoln & Guba, 
1985; Jick, 1979). 

In the first phase, interviews were conducted 
with practice-office partners representing each 
of the Big 8 firms. These interviews focused on 
discussing each firm’s overall approach to gain- 


ing a general understanding of clients, and the 
specific guidance provided in each firm’s in- 
house audit manuals. The purpose of this phase 
of the study was to develop a preliminary under- 
standing of each of the Big 8 firm’s key client 
dimensions used in planning and conducting 
audits and to gain cooperation of the firms. 

In the second phase of the study, we obtained 
both the publicly available literature and the 
proprietary audit guidance relating to under- 
standing client organizations, as typically des- 
cribed in the engagement planning and risk 
assessment portions of their audit manuals, from 
all of the Big 8 for the former and from five of the 
Big 8 firms for the latter. These materials were 
then subjected to content analysis (Krippen- 
dorff, 1980; Selltiz et al., 1962; Berelson, 1952; 
Holsti, 1969; and in accounting see Cushing & 
Loebbecke, 1986; Frazier et al., 1984; Dillard & 
jensen, 1983; and Puro, 1984). This data was 
supplemented with information from several 
popular auditing textbooks, several relevant SEC 
Accounting Series Releases, several AICPA Com- 
mittee reports (e.g. AICPA, 1978b, 1979) and 
several sections of the ASB’s SASs No. 22, No. 39 
and No. 47 pertaining to engagement planning 
and audit performance. From this material, 55 
relevant client dimensions were identified. 
Here, concerted effort was made to preserve the 
original terminology employed in the manuals, 
pronouncements, etc. | 

In the third phase, during interviews lasting 
between one and two hours, this preliminary list 
of 55 items was discussed with national-office 
partners representing the same five Big 8 firms 
that made available their audit manuals; these in- 
dividuals carried such titles as Director of Audit- 
ing or Director of Audit Research. While only 
five ofthe eight firms agreed to participate in the 
third phase of the study, each of the structured, 
intermediate, and judgmental types of audit 
technologies ( Kinney, 1986) were represented. 
The purpose of these interviews was to review 
the relevance of each item, as well as the list's 
completeness. These interviews helped clarify 
the terminology used to describe the various 
client dimensions and identify items that were 
not mutually exclusive. These interviews 
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yielded 48 final client dimensions that were sub- 
jected to empirical testing as described in Table 
1. All of those interviewed observed that this 
final list was comprehensive and faithfully rep- 
resented the manuals and extant standards. 

In the fourth phase, we developed, pre-tested, 
and distributed the research instrument. The in- 
strument was pilot-tested with fifteen subjects 
participating in no other phase of the study. The 
instrument was assessed for its face validity, 
clarity of instructions, and relevance of the 48 


client items described. Suitable modifications 
were made in response to the pre-test particip- 
ants’ comments. 

The final test instrument distributed to 
participants described each of the 48 randomly 
ordered client dimensions and required the 
participants to rate each dimension's relevance 
in evaluating inherent risk, using a five point 
Likert-type scale, for a specific client they were 
then auditing. We thought it important to ask for 
information pertaining to specific clients in the 


TABLE 1. Inherent risk rank ordering of 48 client attributes 


Modal Mean Standard 
rating* ratingt deviation 
1. Effectiveness of general EDP controls 2 2.26 1.1 
2. Policy for the authorization of transactions 2 2.28 1.06 
3. Top, executive management’s tendency to report favorable financial 2 2.32 1.07 
results 
4. Effectiveness of physical safeguards over records and assets 2 2.33 1.05 
5. | Proper segregation of duties among employees involved in financial 3 2.42 1.13 
reporting 
6. Existence of factors that might motivate managers to circumvent or 2 2.47 117 
override existing controls 
Attributes judged to be very relevant (important) 
Attributes judged to be somewhat relevant (important) 
7. Reputation oftop, executive management for taking unusual business risks 2+ 2.67 1.17 
8. Extent ofturnover of top, executive management and the reasons for it 3 2.78 1.17 
9. Competence ofcontroller 3 2.81 1.02 
10. Potential for errors in internal financial reports 2+ 2.81 1.21 
11. Prior audit adjustments as indicators of employee competence 2+ 2.82 1.12 
12.  Promptness with which errors in internal financial reports arc detected 2t 2.83 1.19 
and corrected 
13. Effectiveness of internal audit in reporting detected deficiencies 2+ 2.92. 1.17 
14. Appropriateness of the internal audit’s assigned duties, lines of reporting, 3 2.92 1.20 
and responsibilities 
15. Appropriateness of separate accounting systems for each ofthe client's 2+ 2.92 1,22 
diversified business endeavors 
16. Effectiveness of coordination among functions for financial reporting 3 2.93 1.19 
purposes ( e.g. sales/accounting ) 
17. Effectiveness of internal financial reports in identifying problems 3 3.02 1.12 
18. Effectiveness of policies and procedures manuals in regards to financial 3 3.03 99 
reporting 
19. Adequacy ofa client's analysis of budget variances 3 3.12 1.03 
20. Extent to which top, executive management is dominated by one or a few 3 3.14 1.1 
individuals 
21. Manageability ofthe workloads of employees whose work is related to 3 3.15 97 
financial reporting 
22. Adequacy ofbudgetary process in covering all units or functions 3 3.20 1.09 
23. Appropriateness ofclient response to the Foreign Corrupt Practices Act 3 3.22 1.21 


continued 
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TABLE 1. Continued 


Modal Mean Standard 
rating* ratingt deviation 

24. Extent to which native personnel managing foreign operations are 3 3.25. 1.07 
allowed discretion in financial reporting decisions 

25. Timeliness with which financial managers receive needed IE porte 3 3.27 1.07 

26. Appropriateness of chart ofaccounts 3 3.28 1.11 

27. | Accessibility of supervisors to employees, both of whose work is related to 3 3.33 1.00 
financial reporting 

28. Extent to which backgrounds of new employees involved in financial 3 3.34 99 
reporting are checked 

29. Appropriateness of policies and practices of required vacations and 3 3.35 1.01 
rotation of duties for employees involved in financial reporting 

30. Congruency of responsibility with authority for employees involved in 3 3.37 1.07 
financial reporting 

31. Manner in which recommendations of internal and external auditors 3 3.38 1.04 
have been dealt with in the past 

32. Incompatibility (ifany) of centralized client management over $ 3.38 1.16 
decentralized operations 

33. Adequacy of the process by which operating budgets are revised 3 3.40 1.05 

34. Conscientiousness of the audit committee in the execution of their duties 4 3.49 1.17 
and responsibilities 

Attributes judged to be somewhat relevant (important) : 

Attributes judged to be not relevant (unimportant) 

35. Extent to which line personnel (i.c. operations ) review internal financial 3 3.51 1.05 
reports 

36. Effectiveness of communication of formal codes of conduct 3+ 3.52 1.09 

37. Appropriateness of training programs for new or promoted employees 4 3.54 1.02 
involved in financial reporting 

38. Extent ofbonding of employees who handle cash, securities, etc. 3 3.59 1.12 

39, Adequancy of planning for staff needs in regards to the financial reporting 3+ 3.64 1.01 
process 

40. Qualifications of the members of the Board of Directors 4 3.64 1.13 

41. Existence of programs for on-going evaluation of employees involved in 3+ 3.71 97 
financial reporting 

42. Compatibility of client's informal organizational structure with 4 3.84 l 95 
organizational goals 

43, Qualifications of the members of the audit committee 4 3.85 1.02 

44. Compatibility of client’s formal organizational structure with 4 3.86 97 
organizational goals 

45. | Relevance ofan internal financial report to the person receiving it 4 3.88 96 

46. Appropriateness ofthe information bases used in determining raises and ges 4.08 99 
promotions for employees involved in financial reporting 

47. Extent ofaclient’s monitoring of their competition 5— 4.10 98 

48. Appropriateness of the information bases used in determining raises and 5- 4.13 89 


promotions for employees involved in financial reporting 


*Median rating is the same as mode except if noted by a + (add 1 to get median) or a — (subtract 1 to get median). 
tRelevance ratings of 1 = very great, 2 = great, 3 = moderate, 4 = low, 5 = none. 
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belief that such a condition would tend to domi- 
nate a CPA firm’s own root metaphors in condi- 
tioning individual participants’ responses, 
thereby providing a relatively strong evaluation 
of our research expectation. 

A coordinating partner within each participat- 
ing office distributed the final research instru- 
ments to the audit teams, with appropriate real- 
world client designations kept unknown to the 
researchers because of the concern for client 
confidentiality. The instructions the coordinat- 
ing partners received were: 


(1) the client should be publicly traded, 

(2) the client should not be a holding com- 
pany; 

(3) their office should be the principal au- 
ditors of the client; 

(4)each audit team member (one junior, 
senior, manager, and partner) should be given a 
questionnaire to be completed in the context of 
the designated engagement; 

(5) the team members should not collaborate 
in completing the questionnaire; and 

(6)no duplication of audit team members 
who were involved in different client audits also 
chosen by the coordinating contact person 
should exist. 


In total, 31 offices representing all of the Big 8 
firms, in seven major U.S. cities agreed to partici- 
pate in the study. Overall, 228 test instruments 
were distributed to potential test subjects. Of 
these, 146 usable instruments were returned, 
yielding a 6496 response rate, which we judged 
to be more than adequate to permit testing. The 
subject pool consisted of 45 partners, 22 mana- 
gers, 43 seniors and 36 staff assistants. The aver- 
age time they took to complete the question- 
naire was 2.1 hours. Descriptive data for those 
client dimensions influencing inherent risk as- 
sessment were obtained by rank ordering the 48 
items’ mean inherent risk relevance ratings (see 
Table 1). 


The research question and related expecta- 
tion were addressed via a two-step process. First, 
the inherent risk observations reported in Table 
1 were factor analysed in order to group items 
into related components or vectors. Factor 
analysis was used because we wanted to 
minimize our own categorical thinking and to 
maximize the thinking the participants used in 
understanding their clients and in putting the 
components together as they assessed inherent 
risk. Thus, factor analysis, that isolated groups 
according to patterns suggested by the data, 
seemed appropriate. Table 2 presents the factor 
analysis results. Here, standard parameters 
suggested by extant statistics books (e.g. 
Kerlinger, 1973; Kim & Mueller, 1978) were 
used to once more reduce researcher induced 
bias. Thus, holding aside programming error, 
Table 2 represents a first- and only-generation 
computer output. Next, generic descriptive 
titles, judgmentally based on the items included 
in each of the factors, were assigned to each fac- 
tor by the researchers in order to facilitate dis- 
cussion. 

Second, the inherent risk perceptions attribut- 
able to each factor presented in Table 2 were 
cross-tabulated, with the audit firms' philoso- 
phies or root metaphors. These were classified 
according to Kinney's (1986) high, inter- 
mediate, or low structure classification scheme. 
We chose to use Kinney's classification rather 
than our own for these four reasons, ( 1 ) whereas 
our textual analysis focuses on a limited portion 
of the Big 8 material, Kinney sought to explore 
the overall audit philosophies of the firms; ( 2) if 
we used our own analysis of textual material, 
some semblance of auto-correlation would arise. 
(3) Kinney validated his classification in ways 
unavailable to us; and (4) we did not have access 


to the audit manuals of all the Big 8 firms.* We 


applied chi-square tests of independence to 
these cross-tabulations and the results appear in 
Table 3. Noteworthy, Table 3 also represents a 
first- and only-generation computer output. 


* It is important to note that despite the potentially closer purpose of Cushing & Loebbecke's (1986) classification (1e. it 
examined each firm's audit process as opposed to the ASB voting pattern), this classification could not be used because of 
firm confidentiality considerations agreed to by Cushing & Loebbecke. 
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TABLE 2. Inherent risk factor groupings 
Top management's Employee procedures, 
characteristics training, and Internal accounting 

Macro controls and involvement proficiency control 
#14 #43 #3 #9 #21 #37 #1 #18 
#34 #44 #6 #11 #23 #39 #2 #26 
#36 #47 #7 #20 #28 #41 #4 #31 
#40 #8 #24 #29 #5 
Internal financial 

reporting Management structure Incentives Client budgets 
#10 #25 #16 #19 
#12 #35 #27 #22 
#13 . #45 #30 #33 
#17 #32 


An exploratory principal components factor analysis with a varimax rotation was used. Only factors having cigenvalues 
= 1 were selected for reporting. The cumulative variance explained by the eight factors reported above was 92.2%. Within 
factors, all risk attributes with loadings =0.3 were considered significant (see Kim & Mueller, 1978; Kerlinger, 1973, pp. 662, 
663, and 672). Only attributes #15 and #38 failed to load onto one of the eight factors. 


TABLE 3. The association between inherent risk factors and audit-firm world theories* 


Tests for association 
pane Pane 
Organic and Intermediate and 
All firms intermediate firms mechanistic firms 
Inherent risk factor Chi-square pS Chi-square pS 
A. Macro controls 5.7 4.5 0.35 
B. Top management's 
characteristics and 
involvement 15.2 8.3 0.08 
C. Employee procedures, 
training, and proficiency 34.1 13.9 0.008 
D. Traditional internal 
accounting control concepts 24.5 9.0 0.06 
E. Internal financial reporting 15.2 12.1 0.02 
F. Management structure 4.9! 2.1 0.72 
G. Incentives 14.1° 11.3! 0.02 
H. Client budgets 15.8 8.3 0.08 





*Eight chi-square tests for independence of classification between audit-firm structure (high, moderate, low (Kinney, 1986)) 
amd the factor-analysed inherent risk relevance ratings were performed. 

"Indicates a more mechanistic audit orientation is associated with more importance being attributed to the factor compo- 
nents’ ratings of usefulness in inherent risk assessments. Those without a t exhibited more importance with a more organic 
audit orientation. 
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In the fifth and final phase of the study, we 
shared our empirical findings of the qualitative, 
quantitative and archival material, as well as our 
interpretations of them with partners from vari- 
ous local, national, and international offices. 
These individuals included line audit partners, 
practice office audit division directors, the man- 
aging partner ofa practice office who also served 


on a national office task force on audit risk, the: 


chairman ofa national office audit risk task force, 
the national office director and former director 
of audit research, the director of advanced audit 
methods, the national director of accounting 
and auditing, and two international directors of 
accounting and auditing. Here, attention was di- 
rected toward integrating consistent evidence 
and re-examining observations that appeared to 
be contradictory. Importantly, our interest was 


the perceptions of participants and attributed 
meaning to them seemed appropriate to high 
level practitioners (Van Maanen, 1979b; Agar, 
1985; Lincoln & Guba, 1985) and to discuss 
trends in audit risk assessment. Here, none of 
those interviewed challenged in any manner the 
list of 48 client dimensions used in the quantita- 
tive portion of the study. 


RESULTS AND IMPLICATIONS? 


Quantitative results 

The results depicted in Tables 1, 2 and 3 very 
substantially support our research expectation 
regarding the audit firm's implicit mechanistic 
vs organic world theories, although not to a sig- 
nificant extent across all inherent risk factor 


to ascertain if the manner in which we bracketed groupings. That is, an audit firm's philosophical 


? As with all research, the current study has limitations one should bear in mind while considering implications for research 
and practice. First, as mentioned in the methods section, the authors did not use random selection procedures for choosing 
study participants. Rather, they used a partner or senior manager to pick auditors and to distribute questionnaires. This 
sampling method may have influenced the results although the size of the sample, the number of offices and firms 
participating, the distribution across auditor ranks, and the general representativeness of the sample pool mitigate against this 
bias. 

Second, consistent with our focus on how auditors attribute meaning to client characteristics, the dependent variable and 
independent varlable observations were perceptual rather than behavioral. Previous research suggests that perceptual 
measures may be poor predictors of behavior (compare, for example, McGhee et al., 1978; Libby & Lewis, 1977, 1982). Thus, 
our findings may have only a limited applicability in understanding actual auditor behavior. However, the social science 
literature (Tittle & Hill, 1967; Gross & Niman, 1975; Heberlein & Black, 1976; and Bagozzi, 1981) suggests that 
inconsistencies between behavior and perception appear because self-reported perceptions tend to be more “global” than 
operationally measured behavior. Given the more global thrust of inherent risk and a scarcity of related empirical research 
and the strong link between perception and language (White, 1978; Thompson, 1984; Manning, 1979; and Burke, 1962, 
1969), the use of perceptual measures seems justified at this time. 

Third, although the response rate was a relatively high 64% , non-respondents may have been different than respondents, 
thereby limiting the inferences one may draw. An analysis of responses across offices from those having a fairly low response 
rate to those having virtually a 100% response rate, however, suggests that a response bias probably did not affect the findings. 

Fourth, independent variable observations for our research expectation may have biased the findings. As noted in the 
methods section, we used Kinney’s ( 1986) classification system who used ASB members’ ratings of the firms as one factor in 
his classification. To the extent that these ratings could have been influenced by the Board's observations of the firm 
representatives’ voting patterns and the firm’s audit process characteristics, it is possible that Kinney’s results suffered from 
autoserial correlation, thereby throwing into doubt the resultant classification scheme. Cushing & Loebbecke’s (1986) 
classification was unfortunately not publicly available for confidentiality reasons. While Kinney (1986) and Cushing & 
Loebbecke (1986) acknowledge the consistency of the two schemes, Cushing & Loebbecke suggest in private conversation 
that they are not perfectly congruous. Because their classification of firm audit philosophies based on audit process is more 
pointedly relevant to the purposes of the current study, a possibility exists that the results could have been more precise than 
they were. 

And, fifth, based on our discussions with ASB members and national CPA firm partners, inherent risk and its relation toa 
client’s control environment appears to be a rapidly changing area. Thus, the images our empirical results suggest should be 
thought of as “blurred”: they are still pictures of a moving target. In a positive light, this rapidity of change suggests that 
inherent risk is a dynamic construct worthy of future research; on this point, we intend Fig. 2 to depict at least some of the 
forces complicit in this change process. 
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stance does appear to be associated with how 
firm members attribute meaning to various 
client factors through use of audit language in as- 
sessing inherent risk. This association, in turn, 
suggests that the language used by and the world 
theory of an audit firm does mediate between an 
individual auditor and a specific: client. More 
specifically, panel A of Table 3 suggests that six 
of the eight factor groupings are significantly dif- 
ferent across the three types of audit firm struc- 
ture (mechanistic, intermediate, and organic) 
with factor C (Employee procedures, training 
and proficiency ) significant at p < 0.0001, factor 
D (Traditional internal accounting control con- 
cepts) at p < 0.002, factors B (Top manage- 
ment's characteristics and involvement), E (In- 
ternal financial reporting) and H (Client 
budgets ) at p x 0.05. For these five factors, it ap- 
pears that more organic or judgmental firms 
view these factors as being relatively more im- 
portant in gauging inherent risk, thus inferring 
that organic firm members are more wide-rang- 
ing in their inherent risk assessments and that no 
single aspect of a client is thought to be champ- 
ion. In contrast, only factor G (Incentives), sig- 
nificant at p x: 0.08, is seen as relatively more im- 
portant by more mechanistic firms. Panels B and 
C, that compare organic with intermediate 
structure firms and intermediate with mechanis- 
tic firms, corroborate these findings. In addition, 
they suggest that mechanistic firms may be a dis- 
tinct subculture in comparison to intermediate 
and organic firms in the sense that six factors are 
seen as significantly different for intermediate 
versus mechanistic firms ( panel C) while there 
exists only one significant difference between 
intermediate and organic firms (panel B). This 
finding is interesting in view of assertions that 
the prevailing trend is towards increasing struc- 
ture (Cushing & Loebbecke, 1986; Kinney, 
1986). 

As revealed in Table 1, it is noteworthy that 
four of the six items judged most important in 
assessing inherent risk (items 1, 2, 4 and 5 relat- 
ing to EDP controls, transaction authorization, 
safeguarding assets and segregation of functions, 
respectively) are specific, relatively structured 
items traditionally examined by auditors in 


evaluating internal accounting control (AICPA, 
1989). Further, item 6 (management override of 
internal control) obviously also concerns 
auditors’ overall evaluation of the effectiveness 
of internal control in preventing and detecting 
errors and irregularities. This finding tends to 
support the position that inherent risk and inter- 
nal control risk tend to be interdependent (see, 
for example, Cushing & Loebbecke, 1983; 
Graham, 1985; Leslie, 1984; Kinney, 1984a) in 
that key internal control characteristics are also 
seen by practicing auditors as being important to 
assessing inherent risk. Equally noteworthy in 
Table 1, are those items judged not to be import- 
ant in assessing inherent risk (e.g. items 36, 40 
and 43, relating to codes of ethics and the quality 
of boards of directors) that are widely touted as 
limiting the possibility of financial statement 
misstatement. 


Implications of the study 

As a first implication, rather than treating 
auditing as a series of technical procedures, with 
auditing standards and audit firm manuals 
supporting these procedures, the current analy- 


sis suggests that one can usefully study auditing 


with reference to the public accounting firms’ 
underlying root metaphors and world theories. 
Breaking radically from the extant research liter- 
ature that sees unproblematic the goal of build- 
ing a better correspondence between the evi- 
dence auditors gather and a client’s reality, our 
study views the observer (the auditor) and the 
observed (the client organization) as co- 
mingled, wherein the perspective of the auditor 
is key to understanding how he or she attributes 
meaning to client characteristics. More specifi- 
cally, our empirical findings strongly suggest 
that an audit firm’s philosophical position with 
respect to structure, influences what client 
characteristics audit team members see as im- 
portant in assessing inherent risk. 

More specifically, Table 3, panel A results 
suggest that auditors from firms with a more or- 
ganic structure see a variety of factors as import- 
ant in gauging inherent risk; these include: top 
management's characteristics and involvement; 
employee procedures, training and proficiency; 
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traditional internal accounting controls; internal 
financial reporting; and client budgets. In 
essence, these results suggest that such firms do 
not reduce inherent risk to a few, champion 
factors. To the extent that these firms are wider- 
ranging in their inherent risk assessment, it also 
appears, with regard to Table 1, that more sub- 
jective, qualitative client elements are com- 
bined into factors that receive relatively in- 
creased scrutiny. In contrast, more mechanistic 
firms appear to place relatively heavier weight 
on only one factor — incentives — in gauging 
inherent risk; it is noteworthy that this factor is 
one considered key in the agency theory litera- 
ture in developing optimal management con- 
tracts. These results imply that relatively organic 
firms see inherent risk as ranging over a number 
of important factors, while mechanistic firms do 
not launch as wide ranging an inherent risk 
assessment, perhaps because of its relatively 
problematic, ill-structured, non-quantitative 
character. 

A relatively superficial interpretation of these 
findings might be that the impact of audit firm 
philosophy is aberrant, and that it poses but a 
temporary impediment to establishing a better 
correspondence between a client’s economic 
reality and auditor evidence. On this point, 
Stringer (1981), Joyce & Libby (1982), Cushing 
& Loebbecke (1986) and Kinney (1986) have 
all noted the increasing dominance of the 
mechanistic (structured) audit approach. In 
support of this point, it is interesting to note that 
the relatively structured, traditionally recog- 
nized concepts of internal control portrayed as 
items 1, 2, 4 and 5 in Table 1, are seen to be 
among the most important client factors in asses- 
sing inherent risk. As noted in private conversa- 
tions with, and in paper presentations by, these 
researchers, these observations have been 
amplified to express surprise at the rapidity with 
which mechanism is displacing organicism to a 
point where it has been asserted that audit 
technology may be a non-issue for research pur- 
poses (Kinney, 1984b). An implication that may 
be drawn from this position is that the struc- 
tured or mechanistic world theory should natur- 
ally dominate unstructured or organic audit ap- 


proaches. Interviews with selected individuals 
within national audit offices tended to corrobo- 
rate these observations. Here, for example, the 
international director of accounting and audit- 
ing and the director of advanced audit methods 
for one relatively unstructured firm viewed their 
monitoring of clients' inherent risk as becoming 
increasingly important as a means of managing 
its overall audit risk. Here, because of a per- 
ceived necessity of engendering a consistent ap- 
proach to assessing inherent risk across audits 
and audit teams, they reported that their firm 
had been developing a proprietary expert sys- 
tem approach to evaluating inherent risk in mak- 
ing client selection and retention decisions. 
Consistent with this effort, more qualitative as- 
pects of clients' inherent risk were to be quan- 
tified and combined with more structured as- 
pects so as to be amenable for use in the expert 
system. 

In a second, relatively structured firm, a 
recently retired senior managing partner, its 
director of accounting and auditing, a member 
of the audit risk task force, and a practice office 
audit division head all reported on the develop- 
ment and implementation of a new approach to 
modeling audit risk. Here, the firm wished to 
monitor a series of both quantitative and qualita- 
tive client-centered factors, such as manage- 
ment style and strategic planning efforts, as a 
way of managing the firm's audit risk, and in 
making client selection and retention decisions. 
Here, the assessment of inherent risk played a 
prominent role. In this approach, engagement 
partners were to evaluate softer, more qualita- 
tive aspects of clients, but then to "quantify the 
qualitative" in taking wbat they termed the A- 
score approach (Argenti, 1976, 1980) to calib- 
rating a client's overall business risk. Normally 
this was accomplished by assigning one of two 
possible numerical values to along list of qualita- 
tive characteristics and then combining them 
with more quantitative characteristics. If the 
resulting aggregate number was below a certain 
threshold, the client was accepted or retained, if 
above, discarded. Such an approach was seen as 
increasing the number of variables able to be in- 
cluded in making audit risk decisions and to 
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make possible their analytical combination to 
yield consistent judgments across both clients 
and auditors. And thus, the concrete and quan- 
titative tended to dominate the qualitative. 

Pepper's (1942) concept of world theories, 
and our own empirical work, may serve to 
temper unquestioned acceptance of the struc- 
tured audit philosophy as superior. To begin 
with, Pepper observed that: 


a structural world theory is not clearty distinguishable 
from much of the evidence it organizes, and the more 
highly developed it is, the less can the distinction be 
made. It follows that a structural world theory is not con- 
ceived of as artificial, but as the natural and inevitable re- 
fiection of the structure of the evidence organized, as if 
the references of the symbols passed directly out into the 
natural structures symbolized, or suggested by the im- 
mediate intuition of them. It acquires, accordingly, cog- 
nitive value in its own right, a cognitive value that is prac- 
tically indistinguishable from that of the evidence it 


organizes (pp. 82-83). 


Thus, the world theory of the structured or 
mechanistic audit approach may be threatened 
with the perception that it is real, that it does un- 
problematically build a better correspondence 
between a client’s activities and an auditor’s 
understanding and documentation of these ac- 
tivities, and that there is, in fact, a distance be- 
tween the auditor and that which is observed. As 
noted earlier, mechanistic world theories tend 
to predominate for the simple reason that they 
offer the promise of a unified system of laws for 
observing, understanding and articulating 
phenomena of interest. But, these theories 
remain theories, and are fated to relying on the 
secondary categories of human perceptions to 
identify and interpret primary categories of the 
phenomenon. Thus, according to Pepper 
(1942), evidence, even audit evidence, because 
it is relegated to relying on the secondary cate- 
gories of human perception rather than the 
primary categories of the phenomenon itself, is 
constrained to being private to the observer, 
symbolic and inferential. Yet, ironically, the 
mechanist tends to presume the observed facts 
to be reality. Here, Pepper concluded that the 
existence and consequences of a world theory 
cannot be understood with reference to itself, 


but only when held in relief by the existence of 
another world theory having fairly equal preci- 
sion and scope. Here, though one world theory 
cannot win arguments with another because 
both claim to be relatively adequate in explain- 
ing virtually all phenomena, their co-existence 
points out that they remain theories. 

We therefore conclude that our finding that 
audit firms’ philosophy, expressed in terms of 
the mechanistic and organic world theories, is 
important in the sense that it points out that 
these theories are theories which shape and 
channel auditors’ understanding of reality. They 
are not, however, reality. To the extent that the 
structured world theory continues to predom- 
inate and possibly supplant the organic world 
theory in auditing, our study remains important 
in pointing out that this theory is characteristic 
of a social activity and that the observed evi- 
dence may not be reality. Such a perspective is 
similar to an anthropologist committed to docu- 
menting a culture that is becoming extinct. But, 
it probably is premature to conclude that only 
the structured audit approach will remain, for 
such a conclusion ignores the strengths and 
weaknesses of the mechanistic world theory 
(such as its reliance on secondary categories ) re- 
lative to differing strengths and weaknesses of 
the organic world theory (such as its obvious 
failing to achieve the ideal, holistic integration ), 
and the various social forces at work, portrayed 
in Fig. 2, which may differentially favor one 
theory vs another over time. On this point, it is 
relatively easy for a scholar or an engineer to 
comment about the production efficiency of a 
machine, or the beauty with which the parts fit 
together, but as observed by Pepper (1942), in 
use, the gears grind and the lights flicker — the 
imperfections become evident. Here, our inter- 
views pointed to the problematic existence of 
both structured and unstructured audit 
approaches. For example, the same director of 
advanced audit methods, whose comments 
were related above, reported, after several 
months had elapsed since he bad discussed with 
us the development of an expert system, that this 
system was meeting with strong resistance by 
senior partners in his firm. These individuals as- 
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serted that this system attempted to quantify the 
unquantifiable and that it under-represented the 
judgment that must accompany the auditors’ use 
of evidential matter in forming their inherent 
risk assessments. For the second, relatively 
structured firm discussed above, the retired 
senior managing partner reported that this struc- 
tured audit risk assessment approach, in large 
part, resulted from his own personal experience 
and perceptions of the need for such a system. 
He elaborated by recounting that as a newly pro- 
moted partner, he was extremely aggressive in 
securing new: business. One of his new clients 
eventually went bankrupt and his firm was sued 
for alleged audit failure. He recalled being on the 
Witness stand and the prosecuting attorney 
cross-examining him with observations such as 
“You were a rookie partner, and there was no- 
thing you wouldn’t do to retain this client, isn’t 
that true?” He observed how painfully surprised 
he was at how incredibly personal that experi- 
ence was. Consequently when he eventually as- 
sumed a position of power, he was committed to 
curbing the possible excesses of new partners by 
forcing their client selection and retention deci- 
sions to be consistent. Important here, is the crit- 
ical role played by the secondary categories of 
this former partner’s own human perceptions, 
not thea priori existence of unified laws govern- 
ing an audit phenomenon. 

For a third firm characterized as being of inter- 
mediate audit structure, the chairman of its task 
force charged with developing an approach to 
monitoring business risks reported that his firm 
had initially adopted and modified the Z-score, 
quantitatively-based bankruptcy prediction ap- 
proach for monitoring the financial condition of 
clients (Altman, 1968, 1982). Subsequently, the 
firm found that this method had proved less than 
satisfactory, especially in cases where the overall 
client was not threatened with bankruptcy, but 
rather suffered from a partial impairment of 
assets. Although the firm still intended to use the 
quantitative Z-score approach, his task force was 
charged with developing a supplemental 
approach to judgmentally monitoring the "sof- 
ter”, more qualitative and contextual aspects of 
clients’ inherent risk in order to better under- 


stand the unique aspects of their businesses and 
monitor their health. 

. A major implication then, is that the study of 
audit firm world theories and root metaphors in 
shaping and creating the auditor's understand- 
ing of the client may offer insight not suggested 
by traditional audit research. Stemming from 
this first implication, a second implication in- 
volves probing more fully the forces shaping the 
existence and use of mechanistic and organic 
world theories in auditing. As suggested by 
extant research (see, for example, Cushing & 
Loebbecke, 1986; Kinney, 1986; Williams & 
Dirsmith, 1988), a number of forces competing 
to shape the audit function, portrayed in Fig. 2, 
include such elements as the pull of technical 
considerations to standardize audit operations 
so as to gain production efficiency (favoring 
mechanism ) and the demand of firm members to 
address unique client problems through the 
exercise of professional autonomy (favoring or- 
ganicism ). Here, while we recognize that such 
forces may indeed influence auditing and pre- 
sent viable future research directions, we ques- 
tion whether the forces at work can be reduced 
to a series of parts that are in a sense spatio-tem- 
porarally locatable as suggested in Fig. 2, and 
among which champion parts may be isolated. 
That is, such a view may itself be mechanistic in 
its orientation. Instead, perhaps some of the 
strengths and weaknesses that inhere in the 
mechanistic and organic world hypotheses may 
offer insight into this trend. For example, Pepper 
(1942) suggests that among the key attractions 
of mechanism, that support a tendency for this 
world hypothesis to predominate, is that it offers 
the promise of unified laws of relationships and 
the rigid determination of configurations in the 
spatio-temporal field ( p. 207), i.e. it offers a feel- 
ing of certainty. On the other hand, it also suffers 
a schism between the raw phenomena in which 
the observer is interested and the necessary 
means by which he or she can personally per- 
ceive the phenomena. Here, the necessity of in- 
dividual and private evidence in bridging this 
gap belies the very promise offered by the 
mechanistic world hypothesis — that of isolat- 
ing objective laws. In contrast, the organic world 
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hypothesis promises a holistic. integration of 
data by developing a series of progressive cate- 
gories ultimately directed at revealing an ideal 
system. It offers the promise-of integration, but 
must deal in contradiction among facts to get 
there, thus readily displaying .its own inherent 
limitations. We conclude that viewing these 
audit philosophies as reflecting competing 
world theories would also help reveal the role of 
factors beyond what are taken to be merely data 
(where the observer is detached from that 
which is observed) in shaping auditors’ under- 
standing of clients (see also footnote 4). We be- 
lieve that future research may very meaningfully 
examine the contrast between audit philoso- 
phies.with reference to the philosophical differ- 
ences between the underlying mechanistic and 
organic world theories. 

As it relates to extant research and the expres- 
sion of our own research expectation, the rela- 
tionship between the audit firm and the indi- 
vidual firm member influenced by its philosophy 
was treated as unproblematic. Here, for 
example, Kinney (1986) specifically 
hypothesized that "audit firms' votes on prop- 
osed auditing standards are a function of their 
use of a structured audit technology" (p. 73). 
But firms are not members of the Auditing Stand- 
ards Boards, people are. Similarly, empirical 
work (Bamber & Snowball, 1988; Bamber et al., 
1989; Cushing & Loebbecke, 1986) has treated 
audit firm philosophy and individual percep- 
tions thereof to be one and the same thing. 
Hence according to Pepper (1942), even the 
confirmed mechanistic must rely on the secon- 
dary categories of human perceptions for his or 
her observations. As a third implication, then, 
future research may be directed at examining 
how these perceptions were originally formed. 
Perhaps one meaningful avenue of study would 
be to examine the role of socialization in this 


i 


perceptions-formation process. Noteworthy 
here, however, is the role of socialization across 
organizational boundaries to the extent that in- 
dividuals come to share common perceptions of 
audit firm philosophies (see, for example, Kin- 

ney, 1986). 

As a fourth implication, we limited our analy- 
sis to studying only the integrative mechanistic 
and organic world hypotheses as they relate to 
auditing. As portrayed in Fig. 1, this limitation 
has ignored the dispersive theories of formism 
and contextualism, wherein the observer does 
not envision bringing closure to gain under- 
standing, nor endeavor to identify ideal holistic 
integrations, but rather is concerned with study- 
ing only “particulars”. Here, the observer 
accepts the lack of determinancy and the pre- 
sence of chance. For example, one key 
shortcoming of the integrative orientation is the 
relatively unproblematic way in which it treats 
time (Pepper, 1942, pp. 311—314). Here, both 
the mechanistic and organic world theories 
assume understanding wil evolve toward an 
ideal state — the perfect machine or the ideal in- 
tegration wherein all facts are accounted for. In 
these world theories, time enters in, but pas- 
sively, in that our understanding will be im- 
proved with the passage of time. In contrast, 
within dispersive world theories, time is active 
in that observation and thought are not seen as 
ultimately leading to the perfect machine or 
ideal integration. Time and the effects of time are 
also part of that which is observed, and as such 
are not seen to be deterministically driven by 
universal laws. Instead, time is to be complicit in 
the active dispersion of particulars to be ob- 
served. We recommend that future researchers 
also include the formist and contextualist world 
theories in seeking to more fully understand 
what auditing is as well as what it is not. 
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Abstract 


A review essay of Sten Jónsson, Accounting Regulation and Elite Structures: Driving Forces in tbe 
Development of Accounting Policy (New York: John Wiley & Sons, 1988). Using a reputational and a 
decisional approach, the study identifies a three-tiered Swedish accounting elite of approximately 40 
persons. This elite plays a significant role in establishing and maintaining accounting regulations. These 
regulations govern the development of accounting practice which in turn determines accounting theory. 
The suggestion is made that this study would benefit by more closely examining alternative paradigms and 
theories, which would de-emphasize the strong structuralist position taken and allow consideration of the 
influence of theory on practice. A metatheoretical framework is offered for consideration. 


There are very few empirical studies that 
examine elites in the accounting profession, so 
the appearance of Accounting Regulation and 
Elite Structures by Sten Jónsson is an important 
event. It is doubly important because this book 
attempts to place the analysis of elite functions 
within the paradigmatic framework of account- 
ing. Unfortunately, the project does not succeed 
in its broader goal but many significant points 
are made along the way. I will try to highlight 
these points and expand on elements of his 
model. 

According to Jónsson, the purpose of his book 
is to describe the processes in which accounting 
elites participate in the development of account- 
ing norms and policies, which play a part in gov- 
erning the distribution of wealth in Sweden. The 
elite in accounting is defined by these processes: 
it is "the group of persons who actively and with 
authority take part in the development of [the 
rules] of accounting practice." 

Two well established social science tech- 
niques are used to identify the Swedish account- 
ing elite: the reputational approach and the deci- 
sional approach. The reputational approach asks 
a sample of a group's members who its most inf- 
luential members are. The research team asked 
eight persons it considered to have a good over- 
view of the accounting field in Sweden to give 
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the names of persons they considered to be well 
informed about developments in the accounting 
field. This resulted in a list of 145 persons who 
were then asked who they thought were most 
important in the development of accounting 
practice. The final list produced an elite of 39 
persons plus one frequently mentioned by these 
elites themselves. | 

The decisional approach asks who makes the 
important decisions in a group and how. Using 
this approach the researchers examined three 
case studies of accounting practice to uncover 
the structure of influence operating within and 
between institutions, the state, the profession, 
the client corporations, and the media. Two of 
the cases studied dealt with elite influence in 
Swedish Accounting Standards Board (Bok- 
fóringenamden ) Statement 14 on accounting for 
indirect material and Statement 11 on account- 
ing for state grants. The third concerned the cur- 
rency translation problem and FAS No. 8. 


PRACTICE AND THEORY 


Jónsson finds that the elite is stratified into 
three levels. A top level of five persons has the 
greatest influence on standard setting and plays 
a central role in the design of solutions to prob- 
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lems. The second level comprises 10 to 15 “ad- 
vocates” who strongly support the positions of 
the top five. Finally, and Jonsson is equivocal as 
to whether these are part of the elite, are the “ac- 
tive audience” of 20 or so who function as a 
sounding board for elite arguments and thus 
reinforce or muffle these arguments, depending 
on current attitudes. 

The three case studies make it clear that the 
accounting elite significantly influences the reg- 
ulation of accounting standards. Jönsson argues 
that the formation of these accounting norms 
governs practice and practice in turn deter- 
mines theory. Two conclusions follow from this: 
first, accounting theory is developed induc- 
tively, and second, “(A )ccounting theory cannot 
yet be shown to be an important driving force in 
the development of accounting practice.” 
Therefore, the search for accounting theory 
should begin with the analysis of the norm- 
formulating structure of accountants, namely, 
the accounting elite — who they are and bow 
they choose the rules of accounting. We must 
develop a theory about accounting that 
describes what accountants do and how ac- 
counting develops over time. This is important 
to the development of a theory of accounting 
(which we do not yet have) because a theory 
about accounting maps the norm formulating 
structure of accounting and describes how this 
structure produces accounting norms. Theories 
are “something demanded by practice.” The 
question is, then, what use value should be con- 
tained in accounting regulations established 
from norms in accounting practice? We are not 
interested in what the norms of accounting 
should be as logically derived from deductive 
scientific procedures but rather how these 
norms are developed and used, as derived from 
systematic observation of the accounting com- 
munity. The latter is what he calls accounting as 
rule following and the former accounting as pro- 
duction of measures. 

Jónsson devotes an entire chapter to clarifying 
the differences between these two approaches. 
In accounting as rule following, the elite gives 
authority to the norms and institutions. It does 
so because of its professional competence, its 


ability to “judge the appropriateness of prop- 
osed norms.” Accounting by deductive mea- 
sures, setting standards through deductive 
reasoning, is highly improbable. 


Since it is not possible to conduct rational reasoning from 
more than one point of view at the same time, and since 
a compromise between existing points of view easily be- 
comes meaningless from a logical point of view, science 
probably cannot add much to the process (of standard 
setting) (p. 28). 


Thus, we must look to practice for accounting 
regulation and we must look to the good judg- 
ment of the elite, which has competence and ex- 
perience and is a “harmonious and open group of 
people who make a point of listening to others 
and trying to be as fair as possible." 

Very clearly, Jonsson comes down on the side 
of realism, that we must develop theory on the 
basis of "observation of real conditions," we 
must see things — accounting practices — as 
they "really are." He leaves no room for the pos- 
sibility that theory might also affect practice, 
which is the guiding principle of the basic post- 
ulates movement. l 

Finally, in another unrelated section of the 
book, Jönsson presents two accounting per- 
spectives. The first, which he calls the consumer 
perspective, emphasizes output, as depicted on 
company reports. The second, the producer per- 
spective, concentrates on input in the form of 
transactions of the company. The former focuses 
on the need for future-oriented or problem- 
oriented information, i.e. business forecasts. The 
latter deals with such topics as information over- 
load in annual reports and rule support for 
specific decision-making cases. Auditors and fi- 
nance executives are producer-oriented and 
business pluralists and academics typically 
adopt the consumer perspective. Presumably, 
accounting as rule following is dominated by 
those who hold to the producer perspective — 
the accounting elite, as identified by Jónsson. 

Throughout the book there are references to 
perspectives, paradigms, and theories and 
Jönsson provides interesting reviews of the so- 
cial science and philosophy of science literature 
which deals with these terms. But he often does 
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not make the linkages between these concepts. 
Nor does he always apply them to his own re- 
search. In an attempt to clarify his discussion, I 
have coristructed a chart (Table 1) which pro- 
vides a historical overview of the relationships 
and differences between paradigms, theories, 
and underlying assumptions.! The dichotomy in 
each paradigm is based on a framework for exp- 
laining paradigm structure in sociology by Ritzer 
(1975). 

In effect, there are three levels to consider. 
Paradigms comprise the middle level; they con- 
stitute the theories, methods, and techniques 
that comprise a single broad unit of consensus 
within a discipline and serve to differentiate one 
community or subcommunity from another.” 
The private value paradigm focuses on obtaining 
information on objective market prices. Costs 
reflect the value placed on expected returns by 
specific individuals, ie. the marginal utility of 
products.? Social value accounting argues that 
labor effort ("socially necessary labor") deter- 
mines value and price. The underlying presup- 
positions of both these paradigms influence the 
form and structure of the paradigms' theories. 
Presuppositions are social ontologies, state- 
ments about the nature of the world which are 
largely unprovable and which should not be 
seen as having priority over epistemologies.* 

There are generally two opposing presupposi- 
tions in social science paradigms within which 
theories in the same paradigm may be influ- 
enced.? Utalitarian rationality is characterized 
by self-interest as the regulator of a harmonious 
society; an objective reality which can be mea- 
sured to obtain "true" facts, and an emphasis on 


individuals as efficient producers of value. 
Dialectic rationality assumes a dynamic interac- 
tion of actors/organizations in constant conflict 
which produces innovation and change in and 
by structures. Quite possibly, those who hold a 
consumer perspective are of the dialectic per- 
suasion and those with a producer perspective a 
utilitarian perspective. 

For Jónsson, accounting theory can effectively 
develop only in its present form — in a stable 
structure of elite individuals who give authority 
to "the mechanisms of norm formation" in the 
profession. But what of the assumptions of these 
elites which influence their norm selections, i.e. 
not only who they are and how they choose but 
also why they choose. At one point, in a review 
and discussion of organizational decision-mak- 
ing, he acknowledges the existence of compet- 
ing perspectives, which would indicate a plural- 
ity of choices. But at other points he reverts to 
the position of incommensurability in account- 
ing theory, that is, only one dominant paradigm 
at a time can exist in a scientific discipline. In his 
case it is utilitarian-oriented private value ac- 
counting. Jónsson carefully notes that a choice is 
provided between historical cost and current 
cost philosophies, as he calls them, as the EEC 
4th Directive permits. But these are choices 
among theories, not philosophies, twitbin the 
private-value paradigm. 

In examining Kant's ethic of duties, Jónsson 
agrees that "there are probably no eternal truths 
in the accounting field. . . . Instead there are sev- 
eral legitimate free wills when it comes to deter- 
mining what is good accounting practice." But 
he then argues that if the legitimacy of several 


'In developing this chart I have relied heavily on Tinker et al. (1982) and Cooper & Sherer (1984). 
"This definition follows Masterman (1970). See also the discussion by Alford (1975, p. 145), who depicts three levels. 
*For a more complete description of the paradigms, theories, and presuppositions of this chart, see Montagna (1986, pp. 121— 


130). 


‘Ror a discussion of this distinction, see Lloyd (1986, pp. 136—158). Dewey (1929, p. 178) suggested they be called "takens" 
instead of givens. Gouldner (1970, pp. 31, 35) used the term background assumptions. I will use Max Weber's (1949[ 1904], 


p. 78) term, presuppositions. 


?For amore elaborate differentiation of presuppositions into five social ontologies, see Lloyd (1986, pp. 96, 149). At least two 
of the five (phenomenology and behaviorism) have been depicted by various other scholars as elther theories or paradigms, 
indicating the degree of disagreement and confusion on this issue. 

SWelis (1976) argues that historical cost and current cost are separate paradigms. 
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perspectives is recognized, “the conditions for a 
development of practice guided by theory are 
not favourable.” Which again assumes that scien- 
tific paradigms are incommensurable. 

To argue, however, that accounting is pre- 
sently multiparadigmatic (commensurable) 
seems unrealistic. The theories represented in 
social value accounting have few adherents. 
Even though cost/benefit analysis has received 
much attention because of its use in examining 
the impacts of business operations on the envi- 
ronment, it is of little use in supporting the social 
value paradigm. In principle, cost/benefit mea- 
sures the monetized market worth of social im- 
pacts. However, with rare exceptions (e.g. Abt, 
1977), the emphasis in practice has been placed 
on the measurement of effictent social values 
such as Pareto optimality or Pareto improve- 
ment, which concentrate on the objective ra- 
tionality of markets and individual decision- 
making. Measures of effectiveness — the results 
of choices limited by imperfect competition, im- 
perfect knowledge of markets, and sex, race, age 
and ethnic factors — are almost never consi- 
dered. In theory, cost/benefit is social value ac- 
counting but in practice it is private-value 
oriented. 

Even less acknowledged is political economy 
accounting, which emphasizes the results of 
conflict between groups and the effects of the 
measurement process on the systems being mea- 
sured. A strong social value paradigm may not 
materialize, but accounting will have to confront 
the questions this paradigm poses if it is to con- 
tinue its development as a social science.’ 


THEORY AND PRACTICE 


The question remains, can theory inform prac- 
tice? At one point, Jónsson argues that there 
should be a "mutually supportive relation" be- 


‘tween theory and practice in accounting. How- 


ever, again he reverts back to his original posi- 
tion: it is necessary to study practice and then 
choose a theoretical approach. "Such a study of 
practice would have to be conducted indepen- 
dently of the theoretical approaches that consti- 
tute the choice."? Therefore, accounting elites 
should study what exists, completely dissociat- 
ing themselves from theoretical influences, and 
thereby would reach a logical, rational conclu- 
sion based on the evidence of practice alone. 
These elites are therefore not representative of 
any special interests but instead serve the grea- 
ter good. 

In a sociological context, this consensus- 
based, structuralist analysis is best described as a 
social facts paradigm (Ritzer, 1975, p. 7)? 
Jónsson, however, characterizes his approach as 
Weberian, whicb, he.emphasizes, concentrates 
on both the rationalizing effects of bureaucratic 
organization and the innovative effects of charis- 
matic leadership. However, his model is averse 
to anything but the most gradual evolutionary 
change; it is more akin to Parsonian structural 
functionalism (Parsons, 1937, 1951) than to 
Weber's ideas about social behavior, class and 
status-group divisions, and bureaucratic domi- 
nation (Weber, 1946 [1922]).'° 

Elites involved in accounting regulation, then, 
are mere pieces in a system of norms and institu- 


"Most social sciences recognize at least three major perspectives (Le. paradigms): positive, interpretive, and critical. For a 
historical review of these perspectives see Levine (1985). Montagna (1980) discusses their use in the study of organizations 
and occupations, Chua (1986) in accounting, and Mirowski (1988) in economics. 

®The theoretical approaches cited are those of the American Accounting Association, Statement on Accounting Theory and 
Theory Acceptance (1977 y. classical “true income;" decision usefulness; information economics. 

?Ritzer describes this paradigm as follows: People’s behavior is controlled by norms, values and social control agencies. 
External social constraints determine behavior. The focus Is on structure. Institutions control the individual. Uses primarily 
questionnaires and interviews. Occasionally combined with historical method. The major theories are structural 
functionalism, conflict theory, macrosociology, and systems theory. 

? Interestingly, both Weber and Parsons can be located in the same social facts paradigm. However, as with most renowned 
social theorists, they are found in more than one paradigm — they are paradigm bridgers. Weber's concept of social action 
as subjective would also place him in the interpretive paradigm (see note 7 above). The theories that have stood the test of 
time expand beyond the boundaries of a single paradigm. 
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tions in which the rules are an obvious and logi- 
cal outcome of the rational reconstruction of re- 
ality. Institutions determine the individual. In- 
stitutionalized practice shapes individual 
idiosyncrasies expressed in theory. This is 
hardly a description of how the process should 
be "open to new ideas and to stimulate debate." 

There is no reason to doubt that the Swedish 
accounting elite is open to new ideas and that it 
attempts to stimulate debate in the discipline. 
But to what extent are the ideas and debates li- 
mited by the elite’s own presuppositions and 
paradigm? Related to this is the question of how 
these elites are recruited. Do they fall into these 
positions on the basis of their effort in a merit- 
Ocratic system? Jónsson suggests (he conducts 
no systematic analysis ) that the accounting elite 
is self-selected. In many cases their families 
could not afford to finance their educations, so 
the members of this elite found accounting a 
quick way to enter a professional career. But 
why is it that two-thirds of the elite came from a 
single school, the Stockholm School of Econ- 
omics, and almost all of the remaining, including 
three of the top five inner core, were trained at 
Göteborg University? Is it the indiscriminate 
function of the rational social structure that 
“chooses” these candidates? Or is it a system of 
power relations based on class, sex, and related 


factors that provide a labor market shelter for 
this elite group? We do not know because the al- 
ternate view is not considered.!! 

Theory necessarily guides practice. It does so 
in studies about accounting, including account- 
ing elites, as well as the studies of accounting 
practice. The Jónsson study centers on a highly 
structuralist framework in examining account- 
ing elites and identifies only the dominant 
paradigm in accounting. In a work with such a 
broad goal one must identify the frames of refer- 
ence of these policy makers and how these idea 
systems differentially affect the issues being 
faced.!? 


CONCLUSION 


Despite this highly critical review, Account- 
ing Regulation and Elite Structures must be 
acknowledged as an important contribution to 
the literature on influence and control in the ac- 
counting profession. It is the first and thus far 
only attempt to analyze accounting elites by exa- 
mining their relation to theory and underlying 
perspectives. As with other pioneering studies, a 
large measure of its success will be the amount 
of discourse it will encourage in the pursuit of a 
better product. 
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ACCOUNTING ELITES AND ACCOUNTING THEORY: 
A REPLY TO PAUL MONTAGNA 


STEN JONSSON 
Gothenburg School of Economics 


Abstract 


In response to Paul Montagna’s review, the author draws attention to a central claim of Accounting 
Regulation and Elite Structures: that despite vigorous efforts it is not possible to identify separate schools 
of accounting thought in Sweden. Instead, what one finds are common bases of reasoning in appeals to 
“practice”. Consumer-oriented and producer-oriented appeals are identified. It is argued that empirical 
research is not governed by a Grand Theory. Norms of accounting practice are argued to develop out of the 
interplay between individuals arguing from points of view they consider to be right. In communicative | 
interaction between individuals representing diverse interests, there is a high likelihood that 
communication will be distorted. In such situations appeals to the “practicality” of a proposed solution are 


likely to be successfully made. 


For any author a serious reader is a blessing, 
something to be grateful for indeed. I am grateful 
to.Paul Montagna for his efforts, and to the 
editors of this journal for the opportunity to dis- 
agree with my critic. 

“:By and large I agree with Montagna that Ac- 
counting Regulation and Elite Structures oper- 
ates with structuralist presuppositions. But. it is 
difficult to envisage how it could be otherwise. It 
is not easy to think of an elite and its modes of 
exerting influence without understanding such 


influence as arising from the dominant structural. 


position of the elite within a hierarchy. But this 
does not mean that all individual members of an 
elite necessarily adhere to a specific theory. Nor 
does it follow that the author of a structuralist 
study of an elite must remain a structuralist for 
The structuralist presuppositions of Account- 
ing Regulation and Elite Structures. are clearly 
evident in the methods used to identify mem- 
bers of the elite. Two types of approach to the 
study of elites are used in the book. The different 
methods correspond approximately to different 
conceptions of pluralism. 

- The reputational metbod of identifying elite 
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members assumes that over time a more or less 


stable group of people participate in the most 


important decisions of a society. These people 
constitute a hierarchy where reputation equals 
influence. Influential people are given a reputa- 
tion for being influential, which in turn gives 
them opportunities to exert influence, and so 
on. Influence and reputation are reciprocally 
linked in this conception. 

The decisional method assumes that different 
people participate in and influence decisions on 
different issues. The only way to identify those 
individuals who have influenced particular deci- 
sions is to follow the processes of decision mak- 
ing. In the case of Accounting Regulation and 
Elite Structures this process is the formation of 
norms, and the study seeks to identify who par- 
ticipated in such norm formation and to what ef- 
fect. This pluralist assumption is functional and 
structural. Expressed as an ideal view of a.demo- 
cratic society, it entails the view that a pluralism 
of political ideologies is a functional structural 
characteristic of a democratic society. As with 
the reputational method,.this approach tends to 
confirm its own assumptions. 

These two methods and their corresponding 
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assumptions allow an analogous distinction to 


be made in examining accounting elites and pro- . 


cesses of norm formation. The accounting elite 


of a business society can be viewed as mono- ` 


hierarchical in the sense that the arguments used 
in legitimating accounting norms are based in a 
common frame of reference (theory). On the 
other hand, the elite can be viewed as pluralist, 
with different groups inside the elite using diffe- 
rent frames of reference in their argumentation. 
Applying this conception, one would expect to 
find distinct “schools” that could be identified 
through interviews as well as documents. The 
distinction between the two models would 
hinge on identifying both different groups as 
well as distinct forms of argument and reasoning 
characteristic of them. 

The claim, probably not very well formulated 
in the book, is that despite vigorous efforts it is 
not possible to identify separate schools of ac- 
counting thought in Sweden. Instead, what one 
finds are common bases of reasoning in the ways 
in which interviewees refer to practice. The 
study identifies a group of elite members that 
tended to use consumer (i.e. user) -oriented ar- 
guments and another group that tended to use 
producer-oriented ones. There seems little 
point in claiming that elite members belong 
‘under one or the other paradigm. 

Some clarification of the meaning of the term 
paradigm may help to locate the level of analysis. 


The use of the term in Accounting Regulation: 


and Elite Structures is coloured by Kuhn's 
(1962) original formulation and his debate with 
Lakatos and Popper (Lakatos & Musgrave, 
1970). In this view a paradigm has a very forceful 
and disciplining power, determining what are 
legitimate problems, methods, and knowledge at 
a certain point in time. It is a matter of definition 
whether a paradigm can be said to tolerate alter- 
native points of view at one point in time. But 
without some way of specifying what counts as 
an acceptable theory for a particular paradigm it 
is difficult to see the point in having a concep- 
tion of paradigm. A paradigm is thus likely to in- 
clude a certain amount of intolerance to com- 
peting paradigms. It may even set a goal to show 
that other paradigms are mistaken, all in the 
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name of scientific progress. But it is difficult to 
sustain the view that all the petty paradigms that 
empirical researchers deal with in reality belong 
in one big basket called utilitarian-oriented pri- 
vate value accounting. This is to imply that ac- 
counting practice is determined by mysterious 
forces that are in turn governed by a Grand 
Theory. It is to imply also that debate on what 
constitutes good accounting practice is futile in 
so far as it is governed in this way. But good ac- 
counting practice can be viewed as the outcome 
of the interplay between individuals arguing 
from points of view they consider to be right. In 
the latter scenario there is little likelihood that 
the development of norms of accounting prac- 
tice will be guided, by a single theory. In the 
former case, practice.will be good by definition 
since it.has been chosen as the best under the 
prevailing theorv. 


THE ROLE OF THEORY IN PRACTICE 


If different schools of thought exist inside the 
elite, and if these. have mutually exclusive 
theories as frames of reference, one school is un-. 
likely to be able to persuade the other since the 
arguments it can bring to bear will be based in a 
frame of reference that is not recognized by the 
other. If there is only one theoretical frame of re- 
ference, and this is held by all participants, disag- 
reements are unlikely to be resolved by refer- 
ence to theory since one would expect both par- 
ties to claim that they are building on the same 
theory. In this second case we are faced with a 
catch-22 situation if we wish to evaluate the 
proposition that theory has little weight as a 
rhetorical device in most practical discourses on 
accounting norms. 

In Accounting Regulation and Elite Struc- 
tures it is argued that to be persuasive in practi- 
cal discourse the actor will tend to refer to prac- 
tical aspects of the issues. Norms for good. ac- 
counting practice are established in com- 
municative interaction between individuals rep- 
resenting diverse interests. The likelihood that 
communication will be distorted by these in- 
terests is quite high. A possible strategy in such 
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situations is to refer to the practicality of a prop- 
osed solution rather than to its agreement witha 
theory that may be disliked by other parties. The 
fact, and the word “fact” needs to be emphasised 
here, that the essence of accounting is normative 
(ie. the accountability relation between princi- 
pal and agent) implies that espoused theories 
will be based on normative assumptions. It may 
not be good rhetoric to expose the normative as- 
sumptions of a particular solution. But it may be 
useful and feasible to demonstrate the good 
practical consequences of the solution prop- 
osed. To the extent that theory is used as argu- 
ment, one would expect this to occur where one 
was attempting to convince a theoretically in- 
clined audience. These are difficult to find these 
days. 

These disparate reasons help to explain the 
absence of "theory" in the interview material. A 
further option exists. This is the possibility that 
elite members use theory in their private reason- 
ing before making up their minds about an ac- 
counting problem. This should not be ruled out, 
but this author is inclined to agree with Kohler 
(1952, p. 428) that theory is often decried as 
misleading or irrelevant and concerned with 
only one or a few factors in a situation that can- 
not be understood or controlled without re- 
ckoning with many factors. "Those who decry 
"theory', however, may do so in order to secure 
a hearing for their own theory which they call 
‘practical experience’ and to avoid the need for 
critical examination of evidence". 

The question remains, as Paul Montagna says, 
can theory inform practice? At one point I say 
that there should be a mutually supportive rela- 
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tion between theory and practice. What should 
be done if this relation has not yet been 
achieved? My advice is to study practice, i.e. how 
theoretical claims are used in the discourse on 
accounting norms, by whom, and with what 
results. A social theory of accounting could help 
elite members become aware of the qualities of 
the process they are participating in. Instead of 
seeking to solve the problems of non-com- 
pliance with accounting standards by means of 
structural reforms of standard setting bodies, 
energies could be devoted to accounting dis- 
course. That is one way theory could support 
practice. 

It is true that Accounting Regulation and 
Elite Structures implies that changes of account- 
ing practice can only be gradual and evolutio- 
nary. But this should not be interpreted as the 
outcome of a personal preference. Rather, it 
should be understood as a claim about the 
nature of changes in accounting practice. Even if 
the distinction between normative and positive 
is not as simple as is sometimes implied, let us try 
to avoid too easily mixing ideas about the world 
as we wish it to be with descriptions of how it is. 

Incidentally, the observation that such a large 
part of the accounting elite graduate from the 
Stockholm or Gothenburg Schools of Economics 
is explained by a simple fact. In the 1950s, when 
many of the leading accountants graduated, 
these were the only two alternatives available 
for students of accounting. Since I am the holder 
of the Gothenburg chair, in all modesty I should 
refrain from comments on why three out of the 
top five inner core of the accounting elite in 
Sweden graduated from Gothenburg. 
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THE EFFECTS OF MANAGEMENT CONTROLS AND NATIONAL CULTURE ON 
MANUFACTURING PERFORMANCE: AN EXPERIMENTAL INVESTIGATION* 


CHEE W. CHOW 
San Diego State University 


MICHAEL D. SHIELDS 
San Diego State University 


and 


YOKE KAI CHAN 
Nanyang Technological Institute 


Singapore 


Abstract 


The increasing dominance of Asian manufacturing firms in the global economy has raised an important 

_issue: whether these firms’ superior manufacturing performance is caused by their management control 

. systems, the national culture of their employees, or the interaction of these two factors. This experimental 
study provides a direct test of the effects of national culture and management control system on 
manufacturing performance. The dimension of national culture studied was individualism (vs collectivism ) 
becausc this work-related attribute has been noted as a major difference between Asian and Western 
cultures. In turn, the focus on cultural individualism motivated a study of two aspects of management 
controls: work flow interdependence and pay interdependence. The results are consistent with cultural | 
individualism and management controls having independent, but not interactive, effects on manufacturing 
performance. The potential implications of these findings and suggestions for future research are discussed., 


The globalization of the world economy has 
greatly increased manufacturing firms' concern 
with -maintaining their competitive advantage. 


In the U.S.A., considerable attention has been - 


focused on that country's declining competitive- 
ness in manufacturing (Hayes & Abernathy, 
1980; Hayes et al., 1988; Skinner, 1985). Critics 
have attributed this situation, in part, to U.S. 
firms' management control systems (Hayes & 
Abernathy, 1980; Hayes & Wheelwright, 1984; 
Johnson & Kaplan, 1987; Kaplan, 1983, 1984). 
In the meantime, firms from the Asian countries 


T 


have become increasingly dominant in many : 


segments of the world market. This develop- 
ment has prompted U.S. academics and busines- 
ses to study the Asian firms' management control 
systems, with a view towards transplanting such 
systems to U.S. firms. 

The success of many Asian manufacturing 
firms is due in part to their producing superior 
quality products at à lower cost. However, an 
issue that remains unresolved is whether this 
manufacturing performance is the result of these 
firms’ management controls, the national 


*An earlier version of this paper was presented at the 12th Annual Congress of the European Accounting Association, 
Stuttgart, 1989, and the International Conference on Research on Management Control Systems, London, 1989-The atithors 


wish to thank Anthony Hopwood, Deigan Morris, the seminar participants (especially Geert Hofstede). x tbeU 
Mu and two anonymous reviewers for their many constructive suggestions for revising this paper. ^. 
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culture’ of their employees, or the interaction of 
these two factors. Resolution of this issue has im- 
portant implications for the design of manage- 
ment control systems. If national culture or the 
. interaction of national culture and management 
control is a primary determinant of perform- 
ance, then there may be little benefit from 


emulating the management controls offirmsthat ` 


operate in a country with a different culture. On 
the other hand, if performance is mainly affected 
by the management control system, then 
adopting a system that has succeeded in another 
country may hold more promise. 

To date, no empirical study has directly tested 
the effects of national culture and management 
control system on manufacturing performance.” 
The objective of this study is to conduct some 
such tests structured by five hypotheses. The 
controlled setting of a laboratory experiment is 
used because it offers the advantages of high 
internal validity, measurement precision and ac- 
curacy, repeatability and control over omitted 
variables? (The method section discusses 
specific issues related to the effectiveness of 
laboratory experimentation and other research 
methods in studying the effects of national cul- 
ture.) The results are consistent with cultural in- 


dividualism and the management control system , 


having significant independent, but not inter- 
active, effects on manufacturing performance. If 
these results are replicated by future research, 
then an implication is that the management con- 
trol systems used by Asian firms may also be used 
by non-Asian firms to improve their perform- 
ance. 


CHEE W. CHOW et al. - 


The remainder of this paper is organized as 
follows. The next section provides a review of 


: the related literature as the basis for developing 


five hypotheses. Then the experimental method 
is explained and the results of the hypothesis 
tests are presented. The final section provides a 
summary and discussion. 


LITERATURE REVIEW AND HYPOTHESIS 
| DEVELOPMENT 


Explanations for manufacturing performance 

The extant literature on the determinants of 
manufacturing performance provides three 
explanations of the Asian firms’ superior per- 
formance. 


National culture 

At one extreme is the explanation that the 
Asian firms’ superior manufacturing perform- 
ance is primarily attributable to the national 
culture of their employees and the design of 
management control systems based on that cul- 
ture (Cole, 1979; Ouchi, 1981; Pascale & Athos, 
1981). This explanation is consistent with the 
contingency theory of organizations (Hall, 
1987), which proposes that organizational 
structure is dependent on organizational con- 
text, and that context and structure interactively 
affect performance. While contingency studies 
have generally focused on the relationship be- 
tween organizational structure (e.g., centraliza- 
tion, formalization of rules) and such organiza- 
tional context variables as uncertainty, technol- 


‘Many definitions of corporate and national culture have been proposed (Adler et aZ, 1986; Frost et al, 1985; Hofstede, 1980; 
Schein, 1985). Similar to Hofstede (1980), culture is defined here as the common mindset about beliefs, values and goals that 
distinguishes one group from another. 


ŽA voluminous literature in psychology and sociology exists on various aspects of culture and their relations to behavior (e.g. 
cognition, socialization, personality development, values, beliefs, and motives). Excellent reviews of this literature are 
available in Triandis and Brislin ( 1980) and Segall (1986). Segall (1986) observes that by and large, studies on cultural values 
and motives have been descriptive, with little analysis of either their determinants or consequences. He especially notes a 
lack of experiments that bear directly on ways to stimulate achievement-oriented behavior. Our search ofthis literature failed 
to reveal any experimental study on how culture and the management control system affect manufacturing performance. 


°A major disadvantage of laboratory experiments, as compared to other methods (c.g. field studies), is reduced external 
validity. However, since research in this area is in its infancy, we consider the advantages of laboratory experimentation to 
out-weigh its disadvantages. We readily acknowledge the need also to apply other research methods to the issues discussed 
in this study. 


EFFECTS ON MANUFACTURING PERFORMANCE 


ogy and competition, national culture may also 
be an important organizational context variable 
that drives organizational structure. 

It has been observed, for example, that 
Japanese culture is characterized by a group (or 
collective) — as opposed to individual — orien- 
tation (Reischauer, 1977; Richardson & Veda, 
1981; Schein, 1981; Smith, 1983). It is posited 
tbat members of a collective culture view self 
development as occurring through harmony and 
reciprocity in interpersonal relations and con- 
tributing to the welfare of other group members 
(e.g. clan, work team). The collective orienta- 
tion of Japanese culture, in turn, has been 
suggested as the basis for such oft-cited Japanese 
management approaches as teams, participative 
decision making and quality circles (Lincoln & 
McBride, 1987). In contrast, members of an indi- 
vidualistic culture; such as the U.S., are less ready 
to take actions solely for their positive effects on 
other members of the group (Hofstede, 1980). 
Thus, many of the controls frequently used by 
US. firms (e.g. individual piece rate pay, respon- 
sibility accounting ) stem from an individualistic 
approach to social organization and work. 

To date, direct tests of whether national cul- 
ture and management controls jointly affect 
manufacturing performance have yet to be re- 
ported. However, research using field survey or 
field study methods has provided indirect sup- 
port for the notion that national culture affects 
the effectiveness of alternate management con- 
trols. Both Daley et al. (1985) and Birnberg and 
Snodgrass (1988) have found differences be- 
tween U.S. and Japanese employees’ attitudes to- 
wards various components of a management 
control system. Child (1981) has provided a 
review of contingency theory-based studies in 
several countries. He notes that while 
similarities exist across countries in the context- 
structure contingencies, there remains consid- 
erable variation across countries that these con- 
tingency theory variables cannot explain. Sev- 
eral empirical studies of Japanese and Western 
(primarily British and. U.S.) firms have found 
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similar context-structure contingencies among 
them, though the Japanese firms tended to have 
different structures (Lincoln and McBride, 
1987). This finding is consistent with national 
culture being a potential omitted variable in de- 
signing management controls. However, none of 
these prior studies had included national culture 
or its components as an organizational context 
variable. 


Manufacturing strategy and control 

At the other extreme is the explanation that 
the Asian firms’ superior manufacturing per- 
formance is primarily due to their use of specific 
manufacturing strategies and control systems 
(e.g.  justin-time/total-quality-contro] — (JIT/ 
TQC)) [Hall, 1983; Hayes, 1981; Hayes & 
Wheelwright, 1984; Schonberger, 1986]. Two 
experimental studies have provided partial tests 
of this explanation. 

Huang e£ al. (1983) conducted computer 
simulations ofa multiline, multistage "push" pro- 
duction system with JIT kanbans.Ó The depen- 
dent variable was performance, measured as the 
total time to produce a given output, WIP inven- 
tory levels and total production per regular pro- 
duction day. The manufacturing control system 
was varied by manipulating the number of pro- 
duction kanbans allowed. Huang et al. (1983) 
also proxied for different production contexts 
by varying the shape, mean and variance of the © 
processing times for each production stage and 
the shape and variance of the demand distribu- 
tion. The results were consistent with their ex- 
pectation that interaction effects exist between 
the manufacturing control system and each of 
the context variables. 

While Huang et al. (1983) focused on en- 
gineering proprerties, Young et al. (1988) 
allowed for human motivational effects by 
means of a laboratory experiment using U.S. sub- 
jects. The independent variables in their study 
were the inventory control system (push vs 
pull), the quality control system ( process vs out- 


put) and the compensation system (perform- 


*A kanban is a paper-based inventory flow system that controls the timing and quantity of production and WIP at each-work 
station along an assembly line. A detailed discussion of kanbans is available in Monden (1983). 
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ance contingent vs fixed pay). The dependent: 


variables were production effectiveness and effi- 
ciency. Consistent with their five hypotheses, 
Young et al. (1988) found that both perform- 
ance effectiveness and efficiency were inter- 
active functions of the inventory and quality 
control systems and independent functions of 
the compensation system. 

. Thus, both of these prior studies have found 
controls used by Asian firms to affect manufac- 
turing performance in predicted directions. 
However, since neither study included a culture 
manipulation, they are unable to examine its ef- 
fects on performance. 


National culture, strategy and control 

The third explanation of the Asian firms' 
superior manufacturing performance represents 
a compromise between the other two explana- 
tions. It acknowledges the importance of 
national culture to management controls while 
arguing for the selective adoption of the Asian 
firms’ management approaches (Abegglen & 
Stalk, 1985; Pegels, 1984; Sethi et al., 1984; 
Weiss, 1984). As such, it posits that national 
culture and management controls have both in- 
dependent and interactive effects on manufac- 
turing performance. 

No direct empirical test of this third ex- 
planation has yet been reported, though it has re- 
ceived some indirect support from field re- 
search findings. Horovitz (1980) examined how 
the top managements of British, French and Ger- 
man firms viewed and applied management con- 
trols. Even though these firms can be presumed 
to have national cultures that are more similar to 
each other than to those of the Asian countries, 
he still found differences among them. Along the 
same vein, Kreder & Zeller (1988) have re- 
ported the use of different control systems in 
German and U.S. firms. Another indication that 
national culture and management controls may 
have independent performance effects is that 
while some U.S. firms have experienced success, 
others have experienced failure, in adopting 
such Asian management practices as teams, qual- 
ity circles and consensus decision making 
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(Ansberry & Sasaki, 1985; Bryne, 1986; Levin, 
1985; Schonberger, 1986; Sease, 1985). 


Limitations of prior research 

The preceding review indicates that extant re- 
search has shed some light on the potential roles 
of, and relationship between, national culture 
and management controls. However, for pur- 
poses of designing management controls, these 
prior studies are limited by the lack of direct 
tests on whether national culture and manage- 
ment controls independently or interactively 
affect performance. Furthermore, these studies 
have been primarily descriptive. Except for 
Birnberg and Snodgrass (1988), they have 
focused on detecting national differences with- 
out addressing which specific national attributes 
(e.g. culture, the political system, the economic 
climate) may account for these differences. 
They have also dealt only with general (e.g. dele- 
gation, formalization), rather than specific, 
characteristics of management control systems. 
In conjunction with their lack of analysis of na- 
tion-specific attributes, their findings cannot ad- 
dress which particular management controls 
(e.g. fixed vs performance-contingent pay) may 
be nation-specific, and which may be generally 
applicable. 

Given that the theoretical and empirical litera- 
tures are not sufficiently developed to resolve 
whether manufacturing performance is a func- 
tion of management controls, national culture or 
their interaction, direct tests of these effects 
would seem to be desirable. Below, five hypoth- 
eses about the effects of national culture and 
management control on manufacturing per- 
formance are developed to guide this explora- 
tory study. To facilitate presentation of these 
hypotheses, the operationalization of national 


culture and management controls in this study is 


first explained. 


Cultural individualism—collectivism 
Experimentally testing the many proposed di- 
mensions of national culture is beyond the scope 
of this study. We focused on individualism 
because the Asian and Western cultures are held 
to be particularly divergent on this work-related 
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attribute (Abegglen & Stalk, 1985; Adler et al., 
1986; Dore, 1973; Hofstede, 1980; Richardson & 
Veda, 1981; Sethi et al., 1984; Smith, 1983). In a 
survey of some 80,000 workers from over 70 
countries, Hofstede (1980) found that the U.S. 
and the Asian countries occupy opposite poles 
of this dimension. On a 0-100 scale, the U.S. 
workers had the highest mean score of all the 
countries (91). The Japanese workers’ mean 
score (46) was slightly below the overall mean 
(51); much lower means were obtained for 
workers from Hong Kong (25), Singapore (20), 
Thailand (20) and Taiwan (17). Indeed, 
Hofstede (1980) has stated that, given the im- 
portance of individualism as a determinant of 
behavior, many U.S. management practices may 
be inappropriate for other countries. Con- 
versely, management practices that suit a group- 
oriented culture may be inappropriate for U.S. 
firms. 


Interdependence in control systems” 

Focusing on individualism led us to select for 
study the degree of interdependence across re- 
sponsibility centers (e.g. individual employees, 
departments or divisions ). This choice is based 
on the premise that the effectiveness of a man- 
agement control system is likely to depend on 
the “fit” between the interdependence that it in- 
duces and the employees’ individualism. 
Thompson (1967) has provided an analysis of 
three forms of interdependence at the depart- 
ment level regarding the division and flow of 
work. The simplest is pooled interdependence 
in which little, if any, work flows between de- 
partments. At the individual worker level, this 
form of interdependence is analogous to each 
worker having complete control over the work 
necessary to transform inputs to outputs. 
Sequential interdependence involves a serial 
link between departments, with the output of 
one department being the input to the next 
department. This situation is analogous to an 
assembly line (either push or pull). The third 
form of interdependence is reciprocal, in which 
resources or information move back and forth 
between departments. Extant research applying 
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Thompson’s framework to departments indi- 
cates that the effects of management controls de- 
pend on the form of interdependence (Chenhall 
& Morris, 1986; Hayes, 1977; MacIntosh & Daft, 
1987; Merchant, 1985). 

Work flow interdepedence is one of two types 
of inter-worker interdependence examined in 
the study. Drawing on Thompson's framework, 
pooled interdependence (i.e. independent work 
flow) occurs when each worker is able and 
responsible for performing all ofthe work neces- 
sary to make a unit of output. Sequential inter- 
dependence (i.e. dependent work flow) occurs 
when each worker is able and responsible for 
performing a specific part of the work necessary 
to make a unit of output. 

The second type of interdependence 
examined is the incentive pay contract. Prior 
analytical and experimental research have indi- 
cated that the pay contract has a significant im- 
pact on performance (Baiman, 1982; Chow, 
1983; Waller & Chow, 1985; Demski & Feltham, 
1978; Young et al., 1988). Since the two work 
flow conditions differ in how each worker's 
effort translates into units of output, the way that . 
such output is measured and paid for can 
significantly affect workers' effort incentives. To 
examine how the fit between work flow and pay 
interdependence affects performance, two types 
of pay interdependence are used. With indepen- 
dent pay, each worker is paid according to his or 
her own output. In contrast, each worker under 
dependent pay is paid based on his or her work 
group's output. 

Crossing the two types of work flow with the 
two pay systems yields four types of control sys- 
tem-induced interdependencies. Within this 
context, the three explanations of the Asian 
firms’ superior manufacturing performance 
yield different predictions of performance 
effects. The first explanation predicts only a 
significant interaction effect among cultural in- 
dividualism and the two types of control system- 
induced interdependencies. In contrast, the 
second explanation predicts only a significant 
main effect due to the control system. Finally, 
the third explanation predicts both main and in- 
teraction effects due to cultural individualism 
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and controls. Together, these predictions form 
the first hypothesis: 


, HI: A worker's cultural individualism, the extent of inter- 
worker work flow interdependence and the extent of 
inter-worker pay interdependence have both indepen- 
` dent and interactive effects on performance. 


In addition, thé contingency notion provides the 
basis for four directional hypotheses: 


H2: Workers with a low individualistic cultural orienta- 
tion perform higher when work flow and/or pay are 
dependent, and lower when work flow and/or pay are in- 
. dependent. 
H3: Workers with a high individualistic cultural orienta- 
tion perform higher when work flow and/or pay arc inde- 
pendent, and lower when work flow and/or pay arc 
dependent. 
H: When therc is work flow and/or pay dependence, 
workers with a low individualistic cultural orientation 
outperform workers with a high individualistic cultural 
orientation. 
H5: When there is work flow and/or pay independence, 
workers with a high individualistic cultural orientation 
outperform workers with a low individualistic cultural 
orientation. 


EXPERIMENTAL METHOD 


Compared to studies conducted within single 
national cultures, cross-cultural research faces 
particular challenges. This is because the ways in 
which individuals interpret and interact with 
their environment are conditioned by their 
cultural predispositions. Thus, the design, 
execution and reporting of any research project 
are inevitably affected by the researcher's cul- 
ture. In the case of a field study, the researcher's 
cultural predisposition is manifest in his or her 
choice of issues, the questions asked, the select- 
ive perception of objects or behaviors, and how 
the observations are interpreted. Similarly, 
when a laboratory experiment is performed, de- 
cisions regarding the topic or task, subjects, var- 
iables and method of analysis are all dependent 
on the researcher's cultural lens. Likewise, how 
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.the subjects or respondents react to a given 


question or. task depends on their cultural pre- 
dispositions. The same applies to readers' in- 
terpretation of a research report. Given that cul- 
ture permeates all individual actions, it is un- 
likely that any-cross-culture research can.be to- 
tally objective. However, the researcher still can 
take steps to minimize the potential biases due 
to his or her culture as well as that of the subjects 
or respondents. One approach employed in this 
study was the use of a cross-cultural research 
team. Also, as discussed below, our choice of 
subject and task was aimed at minimizing the ef- 
fects of cultural differences beyond those ad- 
dressed in this study. 


Subjects 

The’ volunteer subjects were 192 under- 
graduate accounting majors in their last year of 
study. Half of these subjects were U.S. nationals? 
enrolled in a large, metropolitan university in 
the U.S. The other half were Singapore nationals 
enrolled in a university in Singapore. Singapore 
was selected as a research site for two reasons. 
First is Hofstede's (1980) finding that among 
Asian countries, Singapore is one of the most di- 
vergent from the U.S. on individualism. Second, 
since English is an official language in Singapore 
and the university that the Singaporean subjects 
attend operates in English, this can be expected 
to minimize communication difficulties which 
for intercultural research tends to be a problem 
or potential explanation for observed differ- 
ences. 


Task 

The experimental task was adapted from 
Chow (1983). It required each subject to trans- 
late triplets of numbers (e.g. 451, 169) into 
alphabetic letters using a translation key. Since 
this task was generic and in a language familiar to 
all the subjects, it was unlikely to have been 
assigned different cultural meanings by the two 


subgroups. 


*Students who appeared to be either Asian or Hispanic were discreetly either excused from the experiment (i.c. three person 
work groups were required and these students would be treated as the one or two leftovers after the last complete group had 
been established) or formed into work groups and then their data were deleted from the data analysis. 
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Expertmental design 

. The experiment used a 2 by 2 by 2 by 3 full fac- 
torial between subjects design with a covariate. 
Subjects were formed into three-person work 
groups, and the dichotomous independent vari- 
ables were cultural individualism (individual vs 
collective), work flow interdependence and pay 
interdependence. At each research site, one-half 
of the subjects were assigned to each level of the 
latter two dichotomous independent variables. 
The dependent variable was absolute perform- 
ance normalized by performance capability 
(PC). As explained below, each subject’s years of 
work experience was also measured and used as 
a covariate. The experimental treatments were 
operationalized as follows. 


Cultural individualism. Cultural individual- 
ism was controlled experimentally by obtaining 
half of the sample from Singapore and the other 
half from the U.S.A. This manipulation was em- 
pirically successful, as the U.S. subjects mea- 
sured significantly higher in individualism (see 
below). 


Work flow interdependence, Each member of 
a three-person work group was randomly as- 
signed to a specific worker position (ic. one, 
two or three). To ensure that workers could not 
pool their work in contravention of the experi- 
mental design, a unique set of triplets and trans- 
lation keys was used for each worker position. 

Subjects assigned to the independent work 
flow teatment were each given a stack of 120 
slips of paper. Each slip contained ten randomly 
ordered triplets to be translated. The subjects 
were told to translate these triplets in the order 
that they appeared, write each triplet’s corres- 
ponding alphabetic letter below it and place the 
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completed slips in front of themselves. 

Subjects assigned to the dependent work flow 
treatment were also given a stack of slips to be 
translated. However, each of these slips con- 
tained three rows of triplets, with the ten triplets 
in each row being unique to the corresponding 
worker position. The entire stack was given to 
the subject in worker position one, whose job 
was to complete the first row and then to pass 
the slip to worker two. Worker two could only 
work on slips received from worker one. After 
worker two had completed the second row, he 
or she passed the slip to worker three for the 
third row to be translated. Hence, except for 
worker one, the output of a worker in the depen- 
dent work flow condition depended not only on 
his or her own work effort, but also on the 
output of the worker(s) in the preceding posi- 
tion(s). The only exception was that at the out- 
set of the task, worker two (three) was given a 
slip with row(s) one (one and two) already 
translated. This procedure permitted all subjects 
to start work at the same time so as not to artifi- 
cially depress the performance in the dependent 
work flow condition. 


Pay interdependence. A fixed amount was 
paid for each row of alphabets correctly trans- 
lated. For a subject assigned to the independent 
pay condition, pay was based entirely on the 
number of rows that he or she had translated." In 
contrast, for a subject assigned to the dependent 
pay condition, the number of correctly trans- 
lated rows were summed across his or her three 
group members. The group as a whole was paid 
for this output, with each group member getting 
one-third of the total. Rows being worked on at 
the end ofthe performance period were paid for 
proportionally. 


*The U.S. subjects were paid U.S. $0.15 per row. The Singapore subjects were paid Singapore $0.10 per row, which translated 
into about U.S. $0.05, or one-third the rate of the U.S. subjects. This discrepancy was introduced so that the subjects at both 
research sites would be paid at approximately the same rate relative to the local pay scale. The one-to-three ratio was based 
on a graduate employment survey by the National University of Singapore (1987), which reported an average gross monthly 
salary of Singapore $1,085 for 1986 accounting graduates with baccalaureate degrees. This pay scale translated into 
approximately US. $6,510 per year, or about one-third of the US. average of around $20,000 per year. 


"For a subject under the dependent work flow and independent pay condition, output was the number of rows that he or she 
had correctly translated, regardless of whether the other two rows on the three-row slip had been completed. 
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Experimental procedure 

The two-hour experimental session involved 
the same steps at each research site. 

1. The experimenter read through a written 
script which described the experiment as in- 
volving issues in management without providing 
any further elaboration. Then the nature of the 
translation task was explained. After this, each 
subject was given a translation key and told to 
translate two rows of ten triplets provided on a 
separate sheet. 

2. After all subjects had completed the two 
rows, they were shown the correct translations. 
When all subjects indicated that they under- 
stood the task, each was given three sheets 
containing ten rows of ten triplets each. The sub- 
jects were told to write their names on these 
sheets and to translate as many triplets as they 
could (in the order given) in a 15 minute train- 
ing period. This performance was used as the 
measure of each subject’s PC? While the sub- 
jects were not paid for this work, participation 
was a prerequisite for retention in the paying 
part of the experiment. 

3. Each subject’s sheets were collected to de- 
termine the number of triplets that he or she had 
correctly translated. While this was in progress, 
the subjects completed an interim questionnaire 
which included demographic questions and 
questions from Hofstede’s (1980) culture in- 
strument related to individualism (discussed 
below). 

4. The work groups were formed by assigning 
the subjects with the three highest PC scores to 
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the first group, the next three to the second 
group, etc. Within each work group, subjects 
were randomly assigned to worker position. 
These groups were systematically distributed to 
attain mean PC equivalence across the four cells 
at each research site.” The 96 subjects at each 
site yielded. 32 work groups, and eight groups 
were assigned to each of the four work flow 
interdependence-pay interdependence condi- 
tions. 

5. Each subject was given feedback on his or 
her PC. Next, each read through a set of detailed 
written instructions specific to his or her experi- 
mental treatment and worker position. These in- 
structions explained the work flow and how the 
subject's output and cash pay would be deter- 
mined. Then the subjects were given new sets of 
triplets and translation keys and told to perform 
the task for a 45 minute production period.” 

6. At the end of 45 minutes, each subject com- 
pleted a post-experiment questionnaire contain- 
ing manipulation check questions and other 
measures, then the experimental materials were 
collected. Pay was calculated and disbursed 
later. 


RESULTS 


Manipulation checks 


Manipulation checks were performed for indi- 
vidualism, work flow interdependence and pay 
interdependence. The results indicated that 
these experimental manipulations did produce 
the intended relative effects. 


5This measure of performance capability is adopted from Chow (1983), Waller & Chow (1985), Chow et al. (1988) and 
Shields & Waller (1988). As Waller & Chow (1985, footnote 3) have observed, a potential limitation of this measure is that 
it “..captures a skill-effort combination rather than skill per se." It is important to recognize that in most real world tasks — 
including tests of intelligence — performance is necessarily jointly determined by an individual's skill and effort. To identify 
the unique contributions of skill and effort is difficult, if not impossible. Note that in the tests for performance effects, each 
subject's performance in the production period is normalized by his or her performance capability. To the extent that this 
measure of performance capability already includes some effort level, the tests relate to the marginal effects on effort of the 
experimental variabies. 


*Since administration of the experiment was highly labor-intensive (¢.g. counting the number of triplets that each subject had 
correctly translated in the training period, assigning subjects to treatments and worker positions), the subjects at both sites 
were processed in several separate sessions. This permitted systematic rotation of subject assignment to treatment by 
performance capability (Le. the top PC group was assigned to a different treatment at each administration, etc.) to attain pre- 
experimental equivalence across treatments. 


"Sets of triplets different from those in the training period were used to control for potential confounding by learning. 
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TABLE 1. Cultural individualism’ 


(N = 96 for each mean) 


US. 
Question Mean S.D. 
Leisurc time? 1.65 0.68 
. Workiug conditions? 1.88 0.76 
Cooperation‘ 2.02 0.68 
Quality of living environment? 1.80 0.66 
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Singapore 
Mean S.D. f= P= 
1.98 0.63 3.52 0.001 
2.04 0.83 1.45 0.15 
1.68 0.66 3.56 0.001 
2.22 0.80 3.95 0.001 


"Scale anchors: 1 = “of utmost importance"; 5 = “of very little importance.” 


“Have sufficient time left for your personal or family life." 


“Have good physical working conditions (good ventilation and lighting, adequate work space, etc. )." 


“Work with people who cooperate well with one another.” 
“Live in an area desirable to you and your family." 


Individualism was measured using responses 
to the four.questions in Hofstede’s (1980) in- 
strument. These questions asked each subject to 
indicate the importance to him or her of four job 
attributes: good physical working conditions, 
good interpersonal cooperation, leisure time 
and quality of the living environment. The five- 
point response scales were anchored by 1 = “of 
utmost importance” and 5 = “of very little im- 
portance”. Table 1 presents the means and stand- 
ard deviations of the Singapore and U.S. subjects’ 
responses to the four questions. 

According to Hofstede (1980), more impor- 
tance being placed on good working conditions 
and good interpersonal relations implies a col- 
lective orientation, while a relative emphasis on 
leisure time and a good living environment im- 
plies an individualistic orientation. It should be 
noted that while these questions may appear 
oblique, Hofstede found that it was necessary to 
pose questions at this level of generality for 
people from radically different cultures to un- 
derstand them. 

Using factor and regression analyses, Hofstede 
(1980, 1982) developed weights for combining 
the four questions into an individualism scale, 
with a range of zero (low) to 100 (high). This 
scale yields one value for each cultural group, 
and has been used by Soeters and Schreuder 


(1988) to test the relative effects of national vs 
organizational culture in CPA firms that operate 
in The Netherlands. The scores of our U.S. and 
Singapore samples on this scale were 55 and 31, 
respectively. 

While the directional relation between the 
U.S. and Singapore subjects' individualism scores 
is as expected, the difference is much smaller 
than that reported in Hofstede (1980) (ie. 91 
for the U.S. vs 20 for Singapore). This result is 
due, at least in part, to the mean response to one 
of the four questions being contrary to the pre- 
dicted direction. Table 1 shows that the U.S. sub- 
jects placed greater importance (smaller mean 
values) on leisure time and quality of living en- 
vironment, while the Singapore subjects consi- 
dered having good cooperation among workers 
more important than did the U.S. subjects. The 
directional difference between the two groups 
was highly significant for each question by a t- 
test (all P — 0.001; Table 1) and supported the 
ex ante classification of subjects. However, con- 
trary to expectations, the U.S. subjects indicated 
that good working conditions were more im- 
portant than did the Singapore subjects (X — 
1.88 and 2.04, respectively). Even though this 
difference was not statistically significant (P — 
0.15), it still reduced the difference between the 
two groups’ scores on the combined scale.!! 


Hofstede (1980) showed that on 5-point “importance” scales, the countries in his study exhibited “acquiescence” effects 
(i.e. consistently scoring every item as being less or more important), and that this effect is negatively correlated with cultural 
individualism. This effect is not reflected in Table 1. In fact, the average response of the more individualistic U.S. subjects to 
the four items ( 1.84) was lower than that for the more collectivist Singaporeans ( 1.98). Adjusting for the acquiescence effect 
(deducting the difference of 0.14 points from the Singaporean scores) does not affect the conclusions about the difference: 
between the two groups. However, the difference on “working conditions” becomes even less significant (1.88 vs 1.90). 


218 


One potential explanation for this result is that 
the student subjects had only partially de- 
veloped their work-related values. 

The work flow and pay interdependence man- 
ipulations were tested by examining responses 
to two statements, “I was able to produce a com- 
plete unit of output by myself,” and “My pay was 
dependent on the performance of the other two 
workers in my department." Both seven-point 
response scales were anchored by 1 — "very in- 
accurate" and 7 = “very accurate". The mean 
response to the former statement was signific- 
antly higher for the independent work flow sub- 
jects than for the dependent work flow subjects 
(X = 5.94 and 3.00, respectively; t = 9.75, P < 
0.001). The mean responses to the second state- 
ment also differed significantly between the de- 
pendent and independent pay conditions in the 
expected direction (X — 5.43 and 2.96, respec- 
tively; £ = 8.28, P < 0.001). These results 
suggest that both interdependence manipula- 
tions were successful. 


Descriptive statistics 

Table 2 presents descriptive statistics by cell 
for the variables used in the hypothesis tests; 
Table 3 presents descriptive statistics by cell 
averaged over worker position. Table 4 contains 
a correlation matrix for PC, work experience, 
cultural individualism, and absolute and nor- 
malized performance. There was a marginally 
significant difference between the mean PCs of 
the high and low individualism subjects (X = 
221 and 212, respectively, £ = 1.80, P = 0.07). 
To control for performance differences due to 
this preexperimental difference,'* each subject's 
absolute performance (i.e. number of triplets 
translated in the 45 minute production period) 


was normalized by his or her PC in the hypo-. 


thesis tests. Table 2 shows that both mean abso- 
lute performance and normalized performance 
had considerable between-cell differences. 

The subjects' self-reported years of full time 
equivalent work experience had a mean for the 
high individualism subjects of 3.53 as compared 


CHEE W. CHOW et al. 


to 0.95 for the low individualism subjects. Since 
these means were significantly different (t = 
7.12, P « 0.001), years of full time equivalent 
work experience was included as a covariate in 
the hypothesis tests. 


Hypotbesis tests 

H1 was tested with the entire sample. Subsets 
of the sample were used to test the four direc- 
tional hypotheses. 


Tests of H1. An analysis of all the subjects’ data 
was conducted using a 2? by 3 between-subjects 
ANCOVA [Keppel, 1982]. Normalized perform- 
ance was the dependent variable, years of work 
experience was the covariate, the dichotomous 
independent variables were cultural indi- 
vidualism, work flow dependence and pay sys- 
tem dependence, and worker position had three 
levels. | 

Table 5. shows that the overall model was sig- 
nificant (F = 1.93, P = 0.009), and that the effect 
due to the work experience covariate was not 
Significant (P = 0.25). The three-way inter- 
action among individualism, work flow inter- 
dependence and pay interdependence was not 
significant (F = 1.47, P = 0.227). The two-way 
interactions between individualism and either 
work flow or pay interdependence were also not 
significant (P = 0.21 and 0.41, respectively). 
Thus, the first explanation of the Asian firms’ 
superior manufacturing performance was not 
supported. 

Both the second and third explanations of the 
Asian firms’ manufacturing performance were 
partially supported. As Table 5 indicates, there 
were significant main effects due to cultural indi- 
vidualism, pay interdependence and worker 
position, though not for work flow interdepen- 
dence. In addition, two interactions — work 
flow interdependence by pay interdependence 
and work flow interdependence by worker posi- 
tion — were marginally significant. Below, the 
only effect interpreted is cultural individualism. 
The other significant main effects were also part 


"Controlling for performance capability is important because prior studies using a similar task have found that actual 
performance is significantly related to this subject attribute (Waller & Chow, 1985; Chow et a£, 1988). 
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dividualism subjects having a higher level of nor- 
malized performance (X = 3.72 vs 3.50). While 


TABLE 5. ANCOVA results for normalized performance 





a af E 4 this result is consistent with performance being 
Model 1.93 0.009 directly affected by national culture, this in- 
Culture (C) 1 5.43 0.021 terpretation is subject to two caveats. First, even 
Work flow (WF) : 0.47 0.496 ' though pay per unit of output was varied 
Pr : ae ra between the two research sites to make them 
Worker Position (WP) 2 8.09 <0.001 

Cx WE 1 1.55 0.215 equivalent relative to the local pay scale (see 
CXP 1 0.67 0.413 footnote 6), strict equivalence still may not have 
CX WP 2 0.51 0.599 been attained. ? 

Mika z 2 Mid Second, the normalizing procedure may have 
WF x WP 2 2.64 0.074 z à; 

Px WP 2 0.04 0.963 introduced a bias against the high individualism 
CX WEXP 1 1.47 0.227 subjects. Recall that the individual PCs were ob- 
C X WF X WP 2 0.47 0.624 tained by having each subject perform the trans- 
CXPx WP 2 0.00 0.998 lation task by himself or herself. Given that the 
WEST oe A vee 0786 PC session was individualistic in nature, the high 
ite e : d pee individualism subjects may have performed at a 


higher level than the low individualism subjects. 
In turn, normalizing each subject’s absolute per- 
formance by his or her PC could have depressed 
the high individualism subjects’ performance 


‘Numerator d f; denominator df, = 167. 


of significant interactions, and main effects 
should not be interpreted as indicating linear ef- 
fects when significant interactions exist (Neter 
and Wasserman, 1974). 


measures relative to those of the: low indi- 
vidualism subjects.!* 

The marginally significant (F = 3.08, P = 
0.08) interaction between work flow and pay 


The significant (F = 5.43, P = 0.02) cultural 
individualism main effect is due to the lower in- 


interdependence is consistent with the contin- 
gency view that the fit among elements of a con- 


‘There is indirect evidence that our attempt to equalize the pay scales was successful. The exit questionnaire asked each 
subject to indicate his or her satisfaction with his or her total pay for the work performed. The seven-point scale was anchored 
by 1 = “very satisfied” and 7 = “very dissatisfied.” The Singapore and U:S. samples did not have significantly different mean 
responses (3.82 and 3.84, respectively; f = 0.08, P = 0.93). 


"Recall that each subject's own PC was used to normalize his or her absolute performance. If absolute performance had been 
used as the dependent variable, the results would have been confounded by the rather substantial interpersonal PC 
differences. While normalizing may have potentially biased the individualism main effects in all the hypothesis tests that used 
both the U.S. and Singapore subjects, it was unlikely to have affected the interaction effects. Consider the following example. 
Assume that in the PC session, the high individualism subjects had performed at a level of 100 while the low individualism 
subjects had performed at 80 (due to different degrees of “fit” with the nature of the task). Further, assume that in the 
experimental session, the high individualism subjects who had been assigned to a dependent (independent) condition had 
performed at 90 (100), while the corresponding low individualism subjects had performed at 90 and 80, respectively. In this 
example, even though the high individualism subjects had a higher mean level of absolute performance, their normalized 
performance would be lower than that of the low individualism subjects (0.95 vs 1.05). However, for both the high and low 
individualism subjects, the subgroup which had the better “fit” with the dependency condition would still show a higher level 
of normalized performance (1.0 vs 0.9 for the high individualism subjects; 1.1 vs 1.0 for the low individualism subjects). Note 
also that since the subjects were not paid in the PC session, neither the main nor interaction effects for the pay dependency 
treatment was likely to have been affected. It can be readily shown that if a group task had been used in the PC session, then 
the normalizing procedure would have introduced a potential bias against the low individualism subjects instead. In either 
case, a biased mean level of normalized performance for the entire sample would have inflated the variance and reduced the 
power of that statistical tests. In hindsight, PC sessions perhaps could have been conducted using both individual and group 
tasks, and each subject's performance averaged across them. 
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trol system affects performance. When indepen- 
dent pay was matched with independent work 
flow, normalized performance was higher (X = 
3.81) than when it was matched with dependent 
work flow (X = 3.62). Similarly, normalized per- 
formance was higher when dependent pay was 
matched with dependent work flow (X — 3.55) 
than when it was matched with independent 
work flow (X = 3.47). 

The marginally significant (F = 2.64, P — 
0.07) interaction between work flow depen- 
dence and worker position is caused by there 
being different patterns of means over workers 
for work flow dependence and independence. 
When work flow was independent, the second 
worker's normalized performance was the high- 
est of the three workers (X — 3.67, 3.90 and 
3.34, respectively). The data that were collected 
did not permit an analysis of how this result may 
have come about. A potential explanation is that 
the second worker was subject to greater non- 
pecuniary motivational effects (e.g., competi- 
tion) due to having reference points on both 
sides.'? 

When work flow was dependent, normalized 
performance decreased across worker position 
(X — 3.71, 3.60 and 3.44, respectively). While 
these different patterns are consistent with work 
flow interdependence having a motivational 
effect, such an interpretation may be premature. 
Recall that under the dependent work flow con- 
dition, it was not possible for a worker to per- 
form higher than the preceding worker. The 
declining mean normalized performance across 
worker positions under dependent work flow is 
consistent with such a physical constraint being 
operative. 

To control for the constraining effects of work 
flow dependence on output, we performed two 
reduced form ANCOVAs using different subsets 
of the sample. The results were not qualitatively 
different from those reported above. The first 
ANCOVA excluded the dependent work flow 
condition to test the effects of cultural indi- 
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vidualism and pay interdependence with all 
three workers. This ANCOVA model was signifi- 
cant (F = 2.86, P = 0.002); all three main effects 
were significant but none of the interactions was 
significant (P > 0.10). As before, cultural indi- 
vidualism was significant (F — 5.61, P — 0.02), 
with the low individualism subjects outperform- 
ing the high individualism subjects (X — 3.80, 
3.48). Normalized performance was signifi- 
cantly higher when pay was independent than 
when it was dependent (X = 3.81, 3.47; F = 
8.31, P = 0.005). The worker position effect was 
also significant (F — 7.23, P — 0.001), with 
worker two having the highest normalized per- 
formance (X = 3.67, 3.90, 3.34, respectively ). 

The second ANCOVA retained the dependent 
work flow condition but only included worker 
one (whose output was not constrained by that 
of other workers in the group). This reduced- 
form ANCOVA model was not significant (F = 
0.92, P = 0.51). There was only one significant 
effect, cultural individualism (F = 9.91, P = 
0.05), again with the low individualism subjects 
having a higher normalized performance (X = 
3.85, 3.53). 


Tests of H2—H5. inferential tests of H2—H5 
were performed using several reduced-form 
models of the complete 2? by 3 between- 
subjects ANCOVA. In each of these ANCOVAs, 
normalized performance was the dependent var- 
iable, yeats of work experience was the 
covariate, and the independent variables were 
worker position with three levels and various 
combinations of the three dichotomous factors 
— cultural individualism, work flow interdepen- 
dence and pay interdependence. For all but one 
of these ANCOVAs, the worker position main 
effect was significant (P « 0.05); the effect was 
marginally significant (P « 0.10) for that one 
exception. Worker position was not involved in 
any interaction effects (P « 0.10). 

H2 predicted that workers with a low indi- 
vidualistic cultural orientation perform higher 


In all conditions at both research sites, worker three had both the lowest mean absolute and normalized performance. This 
result is explainable for the subjects in a dependent work flow condition; its persistence in the independent work flow 
condition is puzzling since the subjects had been randomly assigned to worker position. 
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when work flow and/or pay are dependent, and 
lower when work flow and/or pay are indepen- 
dent. This prediction was tested with a 2 by 2 by 
3 ANCOVA using only those subjects in the low 
individualistic culture condition. Work flow, 
pay, and worker position were the independent 
variables. Mean normalized performance was 
lower with a dependent vs independent work 
flow (X = 3.65 vs 3.80) and dependent vs in- 
dependent pay system (X = 3.65 vs 3.79), 
though neither mean difference was significant 
(F (1,83) = 1.60, P = 021; F(1,83) = 1.55,P = 
0.22, respectively). Hence, H2 was not sup- 
ported. '6 

H3 predicted that workers with a high indi- 
vidualistic cultural orientation perform higher 
when work flow and/or pay are independent, 
and lower when work flow and/or pay are 
dependent. This prediction was tested with a 2 
by 2 by 3 ANCOVA which included only those 
subjects in the high individualistic culture con- 
dition. Work flow, pay, and worker position 
were the independent variables. The interaction 
between pay and work flow was significant (F(1, 
83) = 6.85, P = 0.01). Mean normalized per- 
formance was highest when both pay and work 
flow were in the independent condition (X = 
3.73). Consistent with H3, when pay was in- 
dependent, mean normalized performance was 
higher with independent vs dependent work 
flow (X = 3.73 vs 3.55). However, when pay was 
dependent, mean normalized performance was 
higher, rather than lower, when work flow was 
dependent vs independent (X = 3.50 vs 3.22). 
Thus, H3 was only partially supported. 

HÁ predicted that when there is work flow 
and/or pay dependence, workers with a low in- 
dividualistic cultural orientation out-perform 
workers with a high individualistic cultural 
orientation. This prediction was tested with two 
separate 2 by 3 ANCOVAs using only subjects in 
the work flow or pay dependence conditions. 
Cultural individualism and worker position 
were the independent variables. When pay was 
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dependent, the low individualism subjects had a 
significantly higher mean normalized perform- 
ance (X = 3.65 vs 3.36; F (1, 89) = 4.25,P = 
0.04). Their mean normalized performance was 
also higher when work flow was dependent, 
though this difference was not statistically sig- 
nificant (€ = 3.65 vs 3.53; F (1, 89) = 0.37, P = 
0.54). These results provide partial support for 
H4. 

H5 predicted that when there is work flow 
and/or pay independence, workers with a high 
individualistic cultural orientation outperform 
workers with a low individualistic cultural 
orientation. This prediction was tested with two 
separate 2 by 3 ANCOVAs using only the. 
subjects in the work flow or pay independence 
conditions. Cultural individualism and worker 
position were the independent variables. When 
pay was independent, the high individualism 
subjects had a lower, rather than higher, mean 
normalized performance, though this difference 
was not statistically significant (X = 3.64 vs 3.79; 
F(1, 89) = 1.66, P = 0.20). When work flow was 
independent, the high individualism subjects 
had a significantly lower mean normalized per- 
formance (X = 3.48 vs 3.80; F (1, 89) = 5.16, P 
= 0.03). These results are contrary to H5. 


SUMMARY AND DISCUSSION 


An important question being asked today is 
whether the management control systems of 
Asian manufacturing firms can be used by non- 
Asian firms to improve their manufacturing per- 
formance. Answering this question requires 
consideration of differences between the Asian 
and non-Asian firms in their employees’ national 
cultures, their countries’ economic and political 
infrastructures, as well as their management 
control systems. Given the complexity of this 
issue and the dearth of extant research, this 
study conducted a laboratory experiment to 


‘To control for the physical constraining effects of the dependent work flow condition, the ANCOVAs for all four directional 
hypotheses were also conducted by using either only the subjects in the dependent work flow condition, or only worker one. 


The results were not qualitatively affected. 
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provide some formal evidence on the question 
while not overwhelming the project with factors 
that are important but tangential to the im- 
mediate focus. The extant theoretical and empir- 
ical literatures provided the basis for five 
hypotheses to guide this exploratory study. 

The results of testing H1 indicated that 
national culture and management controls had 
independent, but not interactive, effects on per- 
formance. (Recall, however, that the result for 
national culture was subject to two important 
caveats. See footnotes 13 and 14.) Considering 
only the management control system, perform- 
ance increased as the fit between pay and work 
flow interdependence increased (i.e. both 
elements were either independent or depen- 
dent). | 
The evidence relating to the four directional 
hypotheses was mixed. H2 was rejected because 
subjects with a low individualistic cultural 
orientation were not found to perform higher 
when the control system induced interdepen- 
cies among the workers in a group. H3 was only 
partially supported for the high individualism 
subjects because of an interaction between pay 
and work flow. With a dependent pay system, 
performance was higher when there was an 
independent work flow. However, with an inde- 
pendent pay system, performance was higher 
with a dependent work flow. The evidence also 
provided partial support for H4. When pay was 
interdependent among workers, the low indi- 
vidualism subjects outperformed the high 
individualism subjects. Finally, H5 was not sup- 
ported. The high individualism subjects did not 
outperform the low individualism subjects 
under either independent work flow or pay. 

These results have two potentially important 
implications for the design of management con- 
trol systems. First, they do not refute the pos- 
sibility of a specific system being effective in 
highly diverse national cultures. Second, 
irrespective of national culture, interdependen- 
cies induced by the control system among 
employees affected performance. It is important 
to note, however, that making such generaliza- 
tions to practice is premature. 


First, as was pointed out earlier, all research: 
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studies are affected by.the cultural predisposi- 
tion of the researchers, subjects and readers. 
While this study has attempted to minimize this 
bias, some probably remains. To reduce this 
problem in the design and conduct of studies, 
future research should, for example, use cross- 
cultural research teams. Beyond this, multiple 
research methods should be used to detect any 
remaining bias. 

Second, like all experimental research, the 
results of this study are functions of the specific 
experimental task, subjects and parameter 
values. The robustness of the findings needs to 
be tested against variations in these aspects of 
the experiment. For example, using subjects 
who have more work experience or managerial 
(instead of assembly-line ) tasks may increase the 
ability to detect the effects of work-related 
cultural characteristics. Lengthening the experi- 
mental session may increase the cbances of ob- 
taining steady state effects. In addition to 
measuring total output, future research should 
include other dimensions of performance such 
as quality. Future research could also use a task 
that allows for more unconstrained interaction 
within work groups. It is also desirable to 
expand the scope of the empirical investigation 
to include field and survey studies. 

There are at least two major directions for 
future research on culture and management 
controls. First, focusing on national culture, 
Hofstede (1980) has found considerable varia- 
tion across countries in other cultural predis- 
positions of workers. For example, there is varia- 
tion in workers' uncertainty avoidance. Since 
this cultural predisposition may affect risk taking 
behavior, research. could be undertaken to 
examine its effects on controls designed to 
encourage decisions and actions that have par- 
ticular risk (e.g. innovation, change) or temporal 
(e.g. long-term investments) characteristics. 
Hofstede has also reported wide variation across 
countries in workers' predispositions towards 
power distance, which is the extent to which 
workers accept inequality in vertical social 
relations (e.g. superior-subordinate). Whether 
this cultural tendency affects the most effective 
level of decentralization and participation in 
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management control systems is worthy ofinves- ment controls, national culture and organiza- 
tigation. Second, as pointed out by Soeters and tional culture independently and interactively 
Schreuder (1988), research into how manage- affect performance would also be valuable. 
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Abstract 


The effects of capitalizing or expensing R&D expenditures on decentralized managers’ investment 
decisions were tested in a multiperiod laboratory experiment. Subjects chose from menus of R&D and 
property, plant and equipment (PPE) projects. Suboptimizing behavior (inferior PPE projects selected over 
superior R&D projects) was greater for R&D expensers. They chose relatively fewer R&D projects, spent 
less on R&D and generated lower terminal present values. When the accounting method for R&D changed, 
shifts in behavior consistent with the new method were observed. 


The influence of mandated accounting methods 
~~ and required changes in these methods — on 
managerial decision making is an important and 
little understood issue. One standard, SFAS 
No. 2, mandated the expensing of Research & 
Development (R&D) expenditures by U.S. firms. 
The recent publication of many academic and 
popular articles about R&D would indicate that 
R&D is socially important and that concern 
exists regarding R&D in the U.S. The concern is 
usually a belief that U.S. firms conduct an insuffi- 
cient level of R&D to keep pace with inter- 
national competitors. Many factors may 
influence R&D investment decisions, including 
financial reporting rules like SFAS No. 2. 

Prior studies of SFAS No. 2 provide mixed 
results. Dukes (1976) and Vigeland (1981) 
found no stock market effects associated with 





the disclosures required by SFAS No. 2. Daley 
and Vigeland (1983) found financial differences 
between prior expensers and prior capitalizers 
of R&D, such as capitalizers having higher debt 


.to equity ratios. Some studies found reduced 


R&D spending after SFAS No. 2 in prior capitaliz- 
ers of R&D (Horwitz and Kolodny, 1980; Elliott 
et al., 1984; and Selto & Clouse, 1985).! None of 
these studies, however, controlled for other po- 
tential influences on observed R&D spending, 
such as organizational adaptations, internal per- 
formance evaluation, changes in definitions of 
R&D across firms and over time, changes in R&D 
selection methods (ie. by individuals or 
groups), and changes in markets and 
technologies. In addition, the mandated 
method’s impact may not be immediately ob- 
servable. For example, multiperiod projects 


"We are grateful for helpful comments from two anonymous reviewers, Eugene Imhoff, Barry Lewis and Mark Young, and 
from Terry O'Kecfe and other participants in the University of Oregon accounting workshop and the University of Colorado— 


Boulder finance and accounting workshops. 


'If managerial labor markets are inefficient and limit managers’ mobility, then our experiment is a complementary extension 


of these studies. 


227 


228 


chosen before the accounting pronouncement 
will continue to affect outcomes subsequent to 
the date of the accounting change. | 
Prior research focused on the firm or market 
level of analysis and, thus, could not investigate 
the possible adverse effects of SEAS No. 2 on indi- 
vidual managers and their decision making. 
Moreover, this research focused on ex post out- 
comes: the actual R&D expended. Since the set 
of potential investment projects available to the 
firm was unknown to the researchers, these 
studies could not investigate accounting in- 
duced influences on decision making that might 
lead to ex ante suboptimal decision making, This 
suboptimization would occur, at tbe margin, 
when superior projects are passed over in favor 
of inferior projects. When the projects under 
review include R&D, then SFAS No. 2 may lead 
to a decision maker bias against R&D as an in- 


vestment category, particularly for marginal pro- 


jects. This ex ante suboptimization should lead 


to reduced firm value. The information needed 
to detect suboptimizing decisions, unfortu- 
nately, is not available in secondary data sources. 

In sum, a number of issues concerning SFAS 
No. 2 and R&D investments are more approp- 
riate for study in controlled experimental 
settings. Our purpose is to investigate, in a 
multiperiod experimental setting, the role of ac- 
counting methods and of changes in these 
methods on individuals’ R&D investment deci- 
sions. We test whether differences in ( 1) the fre- 
quency of ex ante suboptimal project choices, 
(2) the relative proportion of R&D projects 
selected, (3) the amount invested in R&D and 
(4) the terminal firm present values can be attri- 
buted to the capitalizing or expensing of R&D. 
This study is multiperiod in that the realized ef- 
fects on cashflows of projects chosen in one 
period carry over to subsequent periods. 

The subjects were second year MBA and 
Executive MBA students, with half having job-re- 
lated investment experience. They act as divi- 
sional managers while the owner is passively 
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modeled via computer. They engage in an indefi- 
nitely long relationship that begins with the start 
up of the firm.” Either party can terminate the re- 
lationship at any time, but there are no labor 
markets. The only actions for the owner are to 
terminate the task ( here, after 14 periods) and to 
pay managers according to an exogenously de- 
termined pay scheme —- a percentage of 
periodic earnings. The manager chooses from 
among alternative uncertain, multiperiod R&D 
and property, plant and equipment (PPE) pro- 
jects, subject to as resource constraint. The man- 
agers receive information pertaining to their 
own division and compensation. Each manager's 
performance and compensation are indepen- 
dent of other managers’ decisions and outcomes. 

Although this study is partial in nature, we 
concur with Hogarth (1982) who argues that 
the value of experiments may be in their ability 
to obtain “some partial knowledge” about com- 
plex accounting phenomena. Unfortunately, the 
greatest advantage of an experimental research 
approach, control, is acquired at the expense of 
complex, natural settings. We exchange con- 
tracting realism for a feasible, experimental in- 
vestigation of individual decision making in a 
multiperiod, uncertain setting with what may be 
suboptimal contracts. Cash flows are uncertain 
and effort by the manager is not directly observ- 
able, thus an imperfect monitor is used. Exogen- 
ous contracts make the experiment more 
tractable because, given a complicated, multi- 
period task, mutually agreed upon contracts can 
take a myriad of forms. On the other hand, cap- 
turing more mundane realism may well sacrifice 


control and yield uninterpretable results 


(Swieringa & Weick, 1982). 

The next section presents the hypotheses to 
be tested and is followed by a description of the 
experiment. The two remaining sections in- 
clude the results of data analysis and our conclu- 
sions. Overall, our findings are that different 
methods of accounting for R&D can have sub : 
stantial effects on individual decision making. 


^A start-up setting was chosen so that firm outcomes would reflect only the subject’s choice of investment projects and not 


those of a previous manager. 
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. HYPOTHESES 

Managers and owners are assumed to be ex- 
pected utility maximizers, though we realize 
that the descriptiveness of the model of indi- 
vidual .choice under uncertainty has been 
criticized.’ Further, it is assumed: that risk neut- 
ral owners (or top management) motivate risk 
averse managers through periodic performance- 
based incentive plans of indefinite duration. 
Hither the manager or the owner may terminate 
the relationship at any time. . 

The effects of capitalizing or expensing R&D 
parallel Sunder’s (1976) investigation of the ef- 
fects of accounting for oil and gas discovery 
costs. For start-up firms, the successful efforts 
method, which is comparable to expensing 
R&D, leads to lower and more variable income 
than full costing, which is comparable to 
capitalizing R&D. Since capitalizing R&D defers 
the recognition of R&D expense to future 
periods, it should result in higher current earn- 
ings than an expense-as-incurred accounting 
policy. Particularly in start-up conditions, this 
required expensing may bias managers against 
R&D, due to its effects on periodic accounting 
net income, and may lead to suboptimizing in- 
vestment behaviour. If managerial compensa- 
tion is based on accounting earnings, this 
decision bias may be magnified. Sunder found 
that at “steady state” the mean and variance of in- 
come were the : same regardless of accounting 
method. Therefore, one would expecta stronger 
effect for expensing R&D under R&D start-up or 
growth conditions. 

Accounting rules can affect the manager’s util- 
ity for certain actions indirectly through the 
rules’ impact on the manager’s earnings-based 
compensation which may, in turn, influence the 
manager’s choices: If the distribution of returns 
is equal for both R&D and PPE projects and if 
there are no accounting effects, then. there 
should be no managerial decision bias against 
R&D. Therefore, projects would be selected to 
maximize expected utility, regardless of project 
nomenclature. Nevertheless, to a risk averse 
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manager, the expected utility of expensed R&D 
projects will be less than the expected utility of 
capitalized PPE projects of equal risk and return 
characteristics for two reasons. First, under start- 
up conditions, required expensing of R&D 
would lower the mean and increase the variabil- 
ity of earnings. Second, positive time value of 
moncy and indefinite contract length make early 
compensation more desirable to the manager. . 
Managers, then, will prefer capitalizable PPE 
projects to marginally superior (as seen by the 
owner) expensed R&D projects. A manager who 
is evaluated and compensated on the basis of 
periodic accounting netincome may maximize a 
single period's compensation by eliminating 
R&D that must be currently expensed, possibly 
to the long term detriment of the owner (e.g. 
Rappaport, 1978, 1985; Selto, 1982 ). Risk averse 
managers would prefer a smooth compensation 
stream to a variable conipensation stream. If 
compensation is based on reported income, the 
manager, ceteris paribus, would prefer projects 
that cansmooth income to projects that result in 
higher variance income. Especially with an inde- 
finite contract length, managers would prefer 
current compensation. Even though some ex 
ante suboptimizing behaviour with respect to 


project selection may be due to managers' cog- 
nitive limitations, we hypothesize that: 


H1: Suboptimization is greater when R&D is expensed 
than when it is capitalized. 


As additional evidence of the accounting 
method's effect, R&D capitalizers and expensers 
are expected.to use different R&D investment 
choice strategies. Expensers should avoid R&D 
projects, while capitalizers should have.no bias 
against R&D relative to PPE projects. R&D inves- 
ment strategy may be viewed as the proportion 
of R&D projects selected for investment or the 
dollar amount invested in R&D, and we hypo- 
thesize that: 


H2: R&D choice strategy is greater for capitalizers than 
for expensers. 


*See, for example, Schoemaker (1982), Plott (1986) and Thaler (1986). 
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Further, an accounting pronouncement that 
mandates a change in the firm’s method of ac- 
counting for R&D should lead to a change in 
R&D investment strategy. Prior capitalizers who 
now expense should shift away from choosing 
R&D projects after the change, while prior ex- 
pensers who now capitalize should exhibit no 
bias against R&D projects after the change. If the 
accounting pronouncement does not result in a 
change in the firm’s current method of account- 
ing for R&D, then this pronouncement should 
not cause a shift in R&D investment strategies. 
Therefore, .only accounting pronouncements 
that mandate a change in a firm’s present method 
of accounting for R&D will lead to a change in 
managerial R&D choice strategy. We hypo- 
thesize that: 


H3: Changes in R&D choice strategy occur when the ac- 
counting pronouncement mandates a change in the 
firm’s present method of accounting for R&D, but not 

— when the accounting pronouncement is consistent with 
the firm's present method of accounting for R&D 


If suboptimizing bebaviour motivates expen- 
sers of R&D to reject R&D in favor of marginally 
inferior PPE projects, then the value of the firm 
is expected to decline. We hypothesize that: 


H4: Ending firm expected present values are greater for 
capitalizers of R&D than for expensers of R&D. 


DESCRIPTION OF EXPERIMENT 

Design 

The 2X2X2 factorial design (see Fig. 1) man- 
ipulates (1) the initial method of accounting for 
R&D, either capitalize (C) or expense (E), (2) 
subsequent change or no change in the account- 
ing method for R&D and (3) two blocks of ac- 
counting periods, periods 1 through 7 and 
periods 8 through 13, respectively. Subjects 
were randomly assigned to treatment groups 
and were informed of initial accounting prac- 
tices during training. All were notified of a 
financial accounting change for R&D by an ex- 
ternal standards board (either required expens- 
ing or capitalizing, depending on the treatment) 
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at the end of the first block (seventh period). For 
two groups of subjects, EC and CE, the memo re- 
sulted in a change in accounting for R&D costs. 
Two other groups were used as control groups 
and retained the same accounting policies for all 
14 periods. In addition, to examine differences 
between multiperiod and single period decision 
making, short-run behavior was induced by an- 
nouncing the final, 14th period aner the 13th 
period was completed. 
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Fig. 1. Experimental design. 


Although we were tempted to dispense with 
the EE and the CC control groups in order to test 
for effects of, say, alternative compensation 
plans, any elimination of control groups would 
hinder our assessment of the change/no change 
manipulation. Without the control groups we 
would not be able to separate those modifica- 
tions in subject choice strategy due to the ac- 
counting change from those due to artifacts of 
the projects and menus available in Block 2, 
periods 8 through 13. 


Setting 

The task is a repetitive choice among alterna- 
tive, discretionary long-lived projects, subject to 
a periodic $400 investment budget constraint, 
in a start-up firm located where U.S. accounting 
rules are not generally accepted. Project infor- 
mation available to subjects included expected 
life, expected cash flows, internal rate of return, 
payback, risk category and project category 
(R&D or PPE). Any leftover investment budget 
is placed automatically in a risk-free project 
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earning a certain 3% per period, which is just 
below the expected return of the lowest risk 
project. 

All subjects received identical instructions, 
training and information about projects. Three 
training periods, which subjects were free to re- 
peat and which did not include the experimental 
projects, familiarized subjects with the task prior 
to the experimental manipulations. Each subject 
was offered the same 14 menus of six alternative 
projects in the same sequence. The 14 periods 
encompassed the firm’s start-up (the first period 
to the average length of all projects) and was 
long enough to permit the development of 
choice strategies. Subjects did not know that ac- 
counting for R&D might change nor did they 
know the total number of periods until the next- 
to-last period, which should have eliminated 
gaming strategies that anticipated either of these 
events. All accounting methods except for R&D 
were consistent across subjects (i.e. all amortiza- 
tions were straight line over the project life). 
The budget constraint was fixed and constant 
over time and across subjects. All subjects faced 
the same uncertain and realized state outcomes 
for each project. To eliminate order effects after 
the accounting change, any unamortized R&D at 
that time was forgiven in computing subsequent 
periods’ net income for prior capitalizing sub- 
jects. All subjects were compensated only by the 
accounting net income they generated. 

The pay scheme was the same for all subjects, 
1% of net income accumulated over the 14 deci- 
sion periods with losses generating zero, rather 
than negative, compensation. Subjects faced in- 
centives similar to those of real managers, who 
may be evaluated primarily on short run ac- 
counting carnings and whose project selections 
may be influenced by those evaluations. As with 
most experimental economics studies, which 
feel it is necessary to use real pay to motivate 
subjects (e.g. Smith, 1982), subjects were paid 
in cash. Due to limited experimental funds, all 
dollar amounts in the experiment were in a 
foreign currency with an exchange rate of four 
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experimental dollars to use $US. Subjects knew 
their current and cumulative pay after each 
period and received their cash at the end of the 
experiment. Subjects completed an exit ques- 
tionnaire containing experimental and manipu- 
lation check items along with demographic in- 
formation. 


Projects 

In the real world, unfortunately, we do not 
know whether all randomly available R&D pro- 
jects are of higher risk or higher return than all 
randomly available plant and equipment pro- 
jects. Some evidence indicates that firms seek to 
achieve a balance of both short term, low risk 
R&D projects and long term, high risk R&D pro- 
jects (Mansfield et al., 1971). Our menus pre- 
sent a balance of projects with these characteris- 
tics. Even though real R&D (and PPE) projects 
may be chosen in part on the basis of information 
not modeled here (e.g. see Roman, 1986, p. 
213), Mansfield (1981) has reported that firms 
most successful at R&D used techniques such as 
NPV analysis to screen projects after technical 
feasibility had been established. 

The projects were adapted from Sundem 
(1974) and Weingartner (1967). Two of these 
projects were repeated to yield a population of 
32 alternative projects (see Table 1).* These 
projects reflect varying lives, patterns of cash 
flows and investment outlays. Based on a pre- 
sumed increasing relationship with internal 
rates of return, four risk class project categories 
were established. The projects were evenly and 
randomly classified (by risk class) as PPE or 
technically feasible R&D projects. There were 
no tax implications for either type of project in 
this experiment. Both risk, determined by an as- 
signed variance of expected returns according 
to risk class, and randomness of returns, mod- 
eled by incorporating simulated firm, industry 
and economy effects, were adapted from Sun- 
dem and consistent with King’s (1966) empiri- 
cal findings of these relative effects on capital as- 


*The average length of the 32 projects was 14.03 periods. The average length of the 84 projects included in the 14 menus 
was 13.77 periods. Based on Sunder’s results, R&D steady state conditions would not be expected much before period 14. 
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sets. Project cash flows were modeled as shown Sh = the project state at time f. 
below: dy = an economy effect ~ N(5,5). 
dy = an industry effect ~ N(1,1). 
CSi) = fa + dit + d$; + dy Sp dy = a project effect ~ N(4,4). 
34 =e 
where C,(S,) = cash flow of project j at time t if 
state $ occurs. | ' where E(e,) = 0 and Var(e,) = 1, 2, 3, or 4, de- 
Sit = expected cash flow of project / pending upon the assigned risk class. 
at time /. 
S, =the economy state at time f. The 14 menus of six projects (Table 2) were 
$, =the industry state at time f£. constructed by choosing randomly with re- 


TABLE 1. Project characteristics 


Number Type Expenditure Expected IRR Payback Risk 
life* classt 
1 PPE 100 11 11.0 5.2 3 
2 PPE 100 20 14.1 5.6 4 
3 R&D 100 20 11.9 7.0 3 
4 PPE 100 19 10.0 9.0 3 
5 R&D 100 9 12.7 5.0 4 
6 R&D 200 25 11:7 8.0 3 
7 PPE 80 9 13.8 4.0 4 
8 R&D 60 16 12.5 8 4 
9 PPE 120 10 15.7 5.2 4 
10 PPE 100 16 9.0 8.3 3 
11 PPE 150 11 7.0 7.5 2 
12 R&D 100 15 8.5 9.3 2 
13 R&D 150 16 8.8 7.8 3 
14 PPE 50 19 9.2 8.9 3 
15 R&D 100 29 10.8 10.1 3 
16 PPE 95 12 10.5 4.9 3 
I7 PPE 175 10 5.8 y 2 
18 R&D 250 17 5.3 10.6 2 
19 R&D 75 11 > 6.7 7.0 2 
20 PPE 180 19 5.2 11.9 2 
21 R&D 80 10 9.4 7.0 - 
22 R&D 85 8 6.1 5.1 2 
23 PPE 270 10 11.9 4.3 3 
24 R&D 40 6 10.2 3.4 3 
25 PPE 50 "5 4.7 8.8 1 
26 PPE 200 11 4.2 8.5 1 
27 PPE 70 10 3.5 6.8 1 
28 R&D 355 9 47 5.5 1 
29 R&D 275 17 46 px I 
30 R&D 140 22 4.9 11.5 1 
31 R&D 120 10 15.7 5.2 4 
32 PPE 75 11 6.7 7.0 2 


*Number of periods of expected life estimated for project. 
fRisk class based on presumed increasing relationship with IRR 4 = highest risk, 1 = lowest 
risk. 
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placement from the population of 32? The 


menus were ordered, however, to insure that 
the menus before and after the accounting 
change (periods 7 and 8) contained R&D pro- 
jects with higher expected returns than some 
PPE projects. 


TABLE 2. The 14 menus of projects 


Six projects available in menu 
Period I 2 3 4 5 6 
i 29 10 11 22 4* 23° 
2 1 23 32* aA 9r 5* 
3 32* 27* 20 4 18 Fi 
4 11 8° i* 5* 16 15* 
5 6* rs 1° 14 12 21 
6 9* 14 8'* 15" 13 16° 
4 10° 22 24° 9* 18 7 
8 27 8'* 20 31* 9* á* 
9 12* 25 22 6* il 5* 
10 4 25* 27 18 6* 31° 
11 19 13 26 25* 14 15* 
12 21* 17 > 20 26 2* 
13 7 10 3° 8* 9* 24 
14 26 12^ 30 Th 03i" 29" 
R&D Projects in bold type. 


*Indicates optimal choices for period. 


Dependent Variables 

Dependent variables are (1) suboptimal deci- 
sion making, (2) R&D choice strategy, and (3) 
ending firm value. Ex ante suboptimization oc- 
curs when managers reject superior projects (as 
viewed by the owner) in favor of inferior pro- 
Jects. We assume that this owner is an expected 
value maximizer. Therefore, the optimal deci- 
sion rule is to maximize internal rate of return 
subject to the budget constraint. Those projects 
that would be selected each period using this 
criterion are termed optimal projects and can be 
further categorized as optimal PPE projects or 
optimal R&D projects. The degree of suboptimi- 
zation is measured by the percentage of optimal 
projects chosen by each subject. A separate mea- 
sure is done for PPE and R&D categories for each 
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block of time. Values closer to 0.0 ( 1.0) indicate 
more (less) suboptimization. 

R&D choice strategy is measured two ways 
within each time block: the subjects total R&D 
expenditures and the subject's R&D preference. 
The R&D preference is computed by: 


(RED, /(REDy + PPE,)) 
(R&D*,/ (R&D, + PPE, )) 


where R&D, = number of R&D projects chosen 
in block i by subject 7. 
PPE, = number of PPE projects chosen 
in block 7 by subject f. 
RGD*,— number of optimal R&D pro- 
jects in block f. 
R&D, = number of R&D projects avail- 
able in block 7. 
— number of PPE projects avail- 
able in block 7. 


PPE, 


The number of optimal R&D projects in a time 
block divided by the total number of projects, 
R&D and PPE, available in that block is used as a 
denominator to control for the differing number 
of optimal R&D projects in Block 1 and Block 2. 
Although each block offers 17 R&D projects, 9 of 
those are optimal in Block 1 and 13 are optimal 
in Block 2. The R&D preference variable may 
not be as valid as the R&D expenditure variable 
in measuring R&D strategy since it cannot ac- 
count for the relative sizes or costs of R&D pro- 
jects. 

The last dependent variable, terminal firm 
value, is measured by the present value (at the 
3% risk-free rate) of outstanding expected cash 
flows and, of course, is affected by project 
choices. 


Pretest 

The task and manipulations were pretested 
with 20 MS and Ph.D. business students who 
chose from eight alternative projects each 


*The resulting 14 menus closely replicate the start-up conditions studied by Sunder (1976). If a subject had chosen only R&D 
projects, given the budget constraint, under an R&D capitalizing rule the mean and standard deviation of income would have 
been $179.26 and $125.38, respectively. Under an R&D expensing rule the mean and variance of income would have been 
<$19.36> and $269.84, respectively. In the last three periods, however, mean income would be almost equal for the two 
treatments, although variance would remain higher under expensing. 
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period for 14 periods. In all but two cases pilot 
subjects correctly answered experimental and 
manipulation questions in the exit question- 
naire. Strong differences in project choice be- 
havior corresponding with differences in 
accounting for R&D indicated that the task of- 
fered valid tests of our hypotheses. Based on 
comments by the pretest subjects, the number 
of projects per period was decreased from eight 
to six, which reduced the complexity and the 
time needed to complete the task. 


Subjects 


Subjects were 51 Executive MBA or second 


year MBA students. Some subjects had work ex-. 


perience that included resource allocation deci- 
sions (43%), capital investment decisions 
(3196) and R&D investment decisions (22% ). 
For the total sample, 51% had work-related ex- 
perience in one or more of these categories. 
None of the subjects was the teaching responsi- 
bility of the authors and none had participated in 
the pilot study. Subjects completed the experi- 
ence, which required from one to one and a half 
hours, during class time in a PC laboratory. Since 
allotted class times were greater than required 
by the task, the end of the experiment was not 
signalled by the end of class. Subjects earned 
from $3.72 to $8.72, with an average of $6.66. 


RESULTS 


Manipulation and experimental checks 
The original sample included 73 subjects. 
Four subjects did not complete the task and 


were dropped. Manipulation checks eliminated. 


other subjects with mortality heaviest in CC and 
EE, who did not change accounting methods. 
We retained seven subjects in CC and three in EE 
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who missed the.check of the accounting method 
used in the first half of the task but who 
answered: the second half check correctly. 
Perhaps CE and EC subjects’ memories were 
more likely to be cued by the change they ex- 
perienced since their mortality was much lower. 

Demographic and experimental check items 
were analysed to evaluate the cell equivalence 
achieved via random assignment of subjects to 
treatments. Using one-way ANOVA's and the 
Tukey HSD test evaluated at P — 0.05 (Neter et 
al., 1985), no significant differences across cells 
were found for age (F — 0.68, P — 0.571) or 
years of work experience (F = 1.15, P = 0.339). 
The results reported next are for measures of 
perceived fairness of pay (F = 2.38, P = 0.0812), 
influence over investment budget (F — 0.24, P — 
0.870), uncertainty about future outcomes of 
projects (F — 1.00, P — 0.399), effort (F — 1.98, 
P = 0.130) or risk preferences (F = 1.15, P = 
0.338), and attitudes toward wanting to perform 
well (F — 1.73, P — 0.175) and the length (num- 
ber of periods) of the task (F = 2.23, P = 0.097). 
Three items, clearness of instructions (F — 3.60, 
P = 0.020), comfort with computers (F = 4.61, 
P = 0.007) and pleasantness of participation (F 
= 5.26, P = 0.003) differed significantly across 
cells at alpha = 0.05. All cell means for these var- 
iables were, however, above the scale mid- 
points. Tukey tests showed that EE and CE 
differed on all three of these items, CC and EE 
differed on comfort, and EE and EC on 
pleasantness. 

The distribution of subjects with actual work 
experience in resource allocation, capital invest- 
ment or R&D investment decisions was com- 
pared to that for subjects without experience. 
No significant difference across cells was de- 
tected (x? = 1.276, P = 0.735).’ Table 3 pro- 
vides descriptive statistics on the variables in 
this study, overall and by cell. 


“Items evaluated subjects’ understanding of (1) the differential effect on net income between capitalize and expense 
methods, (2) the accounting methods used in each time block for R&D and PPE, (3) how their pay was calculated, (4) their 
influence over the amount of investment budget, and (5) the disposition of any unused budget. 


"Subjects with and without real experience were compared to Executive MBA and regular subjects (x? = 5.649, P = 0.017). 
Executive MBA's tended to have more but not all of the actual experience (18 subjects vs 8). 
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Tests of bypotbeses 
The first hypothesis test investigates subop- 


timizing behavior using a MANOVA model with. 


the percentages of optimal PPE and R&D pro- 
jects in each time block as the dependent vari- 
ables.* The statistical results are reported in 


Table and the cell means for the dependent : 


variables are graphed in Fig. 2. Multivariate 


results were significant for the accounting 
method main effect (P = 0.005) and the ac- 
counting method by change in method interac- 
tion (P — 0.0063). The main effect for change in 
method was not significant (P = 0.7472). As 
seen in Fig. 2, all groups suboptimized with both 
types of projects. The CC group chose about the 
same percentage of optimal R&D projects in 


TABLE 3. Variable means and standard deviations 


Variable CC EE ‘CE EC Overall 
Percent of optimal PPE projects: 
Block I 0.59 0.59 0.65 0.63 0.61 
(0.12) (0.17) (0.15) (0.18) (0.16) 
Block 2 0.67 0.56 0.75 0.62 0.64 
(0.18) (0.22) (0.14) (0.29) (0.22) 
Percent of optimal R&D projects: 
Block 1 0.58 0.42 0.60 0.39 0.49 
(0.16) (0.17) (0.17) (0.21) (0.20) 
Block 2 0.56 0.35 0.41 0.59 0.47 
(0.16) (0.20) (0.23) (0.26) (0.23) 
R&D project preference: 
Block 1 1.74 1.33 1.68 1.38 1.51 
(0.37) (0.49) (0.22) (0.46) (0.44) 
Block 2 1.35 1.05 0.86 1.46 1.18 
(0.29) (0.47) (0.43) (0.38) (0.45) 
R&D expenditures: 
Block 1 1007.9 590.3 901.4 671.5 776.4 
(291.6) (295.1) (182.1) (303.0) (317.3) 
Block 2 983.3 649.7 629.5 | 992.3 8112 
(237.2) (357.6) (324.8) (335.3) (356.4) 
Firm expected present value 4969.3 3751.9 4786.8 3863.1 4289.9 
(Period 13) (1386.9) (1373.8) (1539.9) (1589.4) (1526.9) 
Firm expected present value 4778.3 3549.8 4565.2 3702.5 4096.8 
(Period 14) (1373.0) (1369.9) (1485.9) (1590.2) (1509.5) 
Cumulative net incqme 2538.8 1467.8 2613.8 1954.8 2091.1 
(Period 13) (263.6) (623.1) (365.9) (419.4) (650.1) 
Cumulative net income 2948.8 1833.4 3056.1 2343.9 2489.7 
(Period 14) (324.0) (587.3) (385.9) (475.5) (678.0) 
Age 31.3 30.9 34.7 31.6 32.0 
(7.1) (5.5) (10.3) (5.9) (7.2) 
[Continued on next page 





?These dependent variables were not normally distributed, but they werc Telanively well-behaved. An arc sine transformation 


of the dependent variables yielded essentially the same results. 
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Table 3 continued] 
Years of work experience 8.8 
(6.7) 
Exerting effort on task 5.2 
(7 = really like) (1.0) 
Uncertainty of project outcomes 4.7 
(7 = agreat deal) (1.2) 
Subjective value for 3.1 
two lottery tickets (0.9) 
Clearness of instructions 5.9 
(7 = very clear) (0.8) 
Comfort with computer 6.8 
(7 = very comfortable) (0.5) 
Wanting to perform well 6.1 
(7 = very high degree ) (0.8) 
Plcasantness of participation 5.4 
(7 = very pleasnt) (1.3) 
Numbers of periods in study 3.8 
(7 = too few) (1.2) 


7.5 12.2 10.4 9.5 
(4.3) (9.7) (6.1) (6.8) 
5.2 5.8 6.0 5.5 
(1.3) (1.0) (0.9) (1.1) 
5.0 45 5.3 49 
(1.1) (1.4) (1.6) (1.3) 
23 2.6 3.1 28 
(1.6) (1.5) (12) (1.3) 

5.1 6.5 6.0 58. 
(1.5) (0.7) (1.2) (1.2) 
5.7 70 6.6 6.5 
(1.4) (0.0) (1.0) (1.1) 
5.5 62 6.2 5.9 
(1.0) (0.8) (1.2) (1.0) 
4.7 6.3 6.1 5.6 
(1.4) (0.8) (1.0) (1.3) 
3.5 44 5.0 42 
(1.9) (1.4) (1.7) (1.6) 


each block (Fig. 2A), but increased its percent- 
age of optimal PPE projects in Block 2 (Fig. 2B). 
Suboptimization for the EE subjects worsened 
slightly in Block 2 for both PPE and R&D pro- 
jects. In Block 2, the prior capitalizers ( CE) shar- 
ply reduced their percentage of optimal R&D, 
but increased their percentage of optimal PPE. 
The prior expensers (EC) chose substantially 
more optimal R&D while maintaining about the 
same level of PPE. 

The optimal PPE univariate models were not 
significant (P — 0.7217; P — 0.1677, respec- 
tively), which indicates that suboptimal deci- 
sion behavior did not differ for PPE projects 
across groups in Block 1 or Block 2. For the 
percent of optimal R&D models, however, the 
univariate results were significant (P — 0.0070; 
P — 0.0132, respectively). In Block 1, the ac- 
counting method main effect was significant (P 
= 0.0006). Those capitalizing R&D subop- 
timized less by choosing more optimal R&D pro- 
jects than did those who expensed R&D. In 
Block 2, the interaction of accounting method 


and change in method was significant (P = 
0.0020). This interaction reflects the increase in 
optimal R&D chosen by prior expensers and the 
decrease shown by prior capitalizers. 

Overall, these results provide support for 
Hypothesis 1. From an expected return maximi- 
zation view, expensers ex ante suboptimized to 
a significantly greater degree than capitalizers 
and this difference in suboptimizing behavior 
was exhibited mainly in the selection of R&D 
projects. Subjects who expensed R&D chose 
fewer of the optimal R&D projects, whereas 
capitalizers chose more of the optimal R&D pro- 
jects. In addition, the significant interaction indi- 
cates that changes in suboptimizing behavior 
corresponded to the mandated change in ac- 
counting method. 

R&D choice strategy (H2) and changes in 
R&D choice strategy (H3) were tested by a 
three factor analysis of variance (for unequal cell 
sizes) with repeated measures on the time block 
factor (Winer, 1971, p. 559). The results for H2 
(R&D project preferences and R&D expendi- 
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Fig. 2. Suboptimal decision behavior. (A) percent of optimal R&D projects chosen; (B) percent of optimal PPE 
projects chosen. 


TABLE 4. MANOVA results for suboptimization 


A. Multivariate results (Wilks lambda) 


Effect F P 

Accounting method 6.22 0.0005 
Change in method 0.48 0.7472 
Method * Change 4.13 0.0063 


B. Univariate results 
Percent of optimal PPE, block 1 (model: F = 0.45, P < 0.7217) 


Source of variation SS df F P 
Accounting method 0.0012 1 0.05 0.8292 
Change in method 0.0317 1 1.25 0.2685 
Method * Change 0.0009 1 0.04 0.8514 
Error 1.1874 47 


Percent of optimal PPE, block 2 (model: F = 1.76, P < 0.1677) 


Source of variation SS d.f. F P 
Accounting method 0.1859 1 3.94 0.0529 
Change in method 0.0595 1 1.26 0.2669 
Method * Change 0.0035 1 0.07 0.7880 
Error 2.2153 47 


Percent of optimal R&D, block 1 (model: F = 4.56, P < 0.0070) 


Source of variation SS d.f. F P 

Accounting method 0.4304 1 13.54 0.0006 
Change in method 0.0005 1 0.02 0.9024 
Method * Change 0.0037 1 0.12 0.7345 


Error 1.4934 47 


Percent of optimal R&D, block 2 (model: F = 3.68, P < 0.0132) 


Source of variation SS d.£ F P 

Accounting method 0.0110 1 0.24 0.6264 
Change in method 0.0433 I 0.95 0.5359 
Method * Change 0.4924 I 10.75 0.0020 


Error 2.1518 47 
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tures ) are in Table 5 and the means are graphed 
in Fig. 3. R&D strategies, whether measured by 
R&D preference or expenditure, are higher for 
capitalizers than for expensers. Although the CC 
and EE groups maintained consistent levels of 
R&D expenditures, their R&D preferences de- 
clined in Block 2. Recall that R&D preference is 
measured relative to the number of optimal 
R&D projects available. In fact, except for CE, all 
groups chose more R&D projects in Block 2 than 
in Block 1. The change cells, CE and EC, used dif- 
ferent strategies in each time block, consistent 
with the capitalizing or expensing method that 
they operated under and consistent with our 
hypotheses. 

The between subject statistical analysis re- 
vealed that the main effect for accounting 
methods was significant only in the expenditure 
model (P = 0.0141; P = 0.1936 in the R&D pre- 
ference model). R&D capitalizers spent more on 


R&D than expensers. The interaction between 
accounting methods and changes in methods 
was significant for both R&D preference 
(P = 0.0059) and expenditure (0.0015) ANOVA 
models. This interaction indicates that the effect 
of the accounting pronouncement on R&D 
strategy depends upon the accounting methods 
used, with consistent methods producing diffe- 
rent results from changed methods. After a 
change in method, prior capitalizers chose (rela- 
tively) fewer R&D projects and spent less on 
R&D while prior expensers did the opposite. 
Thus, H2 is supported for all four groups in the 
expenditure model, but only by the interaction 
in the R&D preference model. 

H3 focused on the change in R&D strategy 
from Block 1 to Block 2 (note the slopes of the 
lines in Fig. 5). Only those accounting mandates 
that change the method of accounting for R&D 
were hypothesized to lead to a change in 


TABLE 5. ANOVA results for R&D choice strategies 


A. R&D preference (model: F = 2.16, P < 0.0039) 


Within subjects: (H3) 


Source of variation SS 
Between subjects: (H2) 
Accounting method 0.33093 
Change in method 0.00017 
Method * Change 1.58413 
Subjects within groups 8.94693 


Block 2.80013 
Method * Block 1.46029 
Change * Block 0.00031 
Method * Change * Block 0.99421 
Block * Subjects within groups 6.47778 


B. R&D expenditure (model: F = 2.15, P < 0.0042) 


Within subjects: (H3) 


Source of variation SS 

Between subjects: (H2) l 
Accounting method 705605 
Change in method  ' 3778 
Method * Change 1229874 
Subjects within groups 5096977 


Block 30889 
Method * Block 660911 
Change * Block 6354 
Method * Change * Block 407048 
Block * Subjects within groups 3303286 


df. F P 
1 1.74 0.1936 
1 0.00 0.9761 
1 8.33 0.0059 
47 
1 20.32 0.0001 
1 10.60 0.0021 
1 0.00 0.9622 
1 721 0.0100 
47 
| df. F P 
1 6.51 0.0141 
1 0.03 0.8527 
1 11.34 0.0015 
47 
1 0.44 0.5106 
1 9.40 0.0036 
1 0.09 0.7650 
1 5.79 0.0201 
47 
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Fig. 3. R&D choice strategy. (A) R&D expenditure; (B) R&D preference. 


strategy. The within subjects time block effect 
was significant for the R&D preference. model 
(P = 0.0001), which indicates that this measure 
of R&D strategy differed in each block. While 
this result was hypothesized for the groups that 
changed methods, it was not expected for the 
consistent methods groups. The time block ef- 
fect was not significant in the expenditure 
model (P = 0.5106), where consistent account- 
ing methods produced consistent R&D expendi- 
tures. Both models showed significant 
interactions between accounting method and 
the time block (P = 0.0021 for preference and P 
= 0.0036 for expenditure) and among the ac- 
counting method, the change in method and the 
time block (P= 0.0100;P = 0.0201). Changes in 
R&D strategy were affected not only by the ac- 
counting method, but also by the joint effect of 
method and change in method. 

Altogether, the results of the R&D expendi- 
ture model were consistent with H3. Mandated 
changes in accounting methods led to a change 
in R&D choice strategy, but uniform accounting 
methods did not. The R&D preference model 
provides weaker support since all groups' R&D 


choice strategies changed over the two.time 
blocks. R&D preference declined for all groups 
in Block 2 except for prior expensers, but as 
mentioned before, the preference variable may 
contain more measurement error than the ex- 
penditure variable. 

We hypothesized (H) that the terminal ex- 
pected present values at the end of period 13, 
PV13, are greater for capitalizers than expensers 
due to the suboptimization induced by R&D ex- 
pensing. H was tested by a one-way ANOVA 
with Tukey means comparisons (evaluated at 
alpha = 0.05). The model was significant (F = 
4.81, P — 0.0036) as were the means compari- 
sons between CC and EE and between CC and 
EC. CC had the highest mean value for PV13 
while EE bad the lowest ( Table 3). Thus, for the 
consistent capitalizers and consistent expensers, 
HÁ is supported. 


Otber results 

After announcing the end of the experiment, 
we expected subjects to behave in period 14 as 
if they played a one-period game, maximizing 
this last period's income. Indeed, all but CE sub- 
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jects, on average, had their highest periodic in- 
come during period 14 while present values 
dropped. Cumulative income differed across 
cells after period 13 (F = 18.64, P = 0.0001) and 
after period 14 (F = 19.68, P = 0.0001 ). In both 
cases, means comparisons show that all means 
differed except CC and CE. 

The frequency of subjects’ choosing the risk- 
free project, exclusively, for period 14 was com- 
pared to Block 2. A significant shift to the risk- 
free project in period 14 was found (x° = 84.14, 
P = 0.001). This end of game shift suggests that 
the subject behavior is likely to be quite diffe- 
rent in a single period versus a multiperiod ex- 
periment. 

A thorough investigation of the effects of ex- 
perience or expertise on investment behavior is 
outside the scope of our study. We did, however, 
conduct some exploratory analyses to see 
whether actual job-related investment experi- 
ence influenced decision behavior. No effects 
were detected for suboptimization, terminal 
present values or cumulative income. Some dif- 
ferences were found for R&D choice strategy. 
The effects of actual decision experience were 
evaluated by including an additional factor, real 
experience (yes, no), in the repeated measures 
model as a random factor. The main effect for ac- 
tual experience was not significant in the R&D 
preference model (F = 1.52, P = 0.224) nor in 
the R&D expenditures model (F = 0.46, P = 
0.4994). Since several within subject interac- 
tions with experience were significant, within 
cell mean differences in R&D strategy were 
compared for those subjects with and without 
actual experience for each time block. 

The R&D preference measure was higher for 
real experience subjects in the CC group in 
Block 1 (t = 4.40,P = 0.001) and for EC subjects 
in Block 2 (t = 3.27, P = 0.008). It was lower for 
CE subjects in Block 1 (¢ = 3.28, P = 0.010) and 
higher in Block 2 (t = 1.89, P = 0.112). Those 
with real experience spent more on R&D in CC 
in Block 1 (t = 2.92, P = 0.015). In CE, actual ex- 
perience subjects spent less on R&D in Block 1 
(t = —2.44, P = 0.037), but more while expens- 
ing in Block 2 (£ = 1.83, P = 0.101). In sum, ac- 
tual experience did not exhibit consistent 
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effects on R&D strategy. For the CC and EC 
groups, actual experience was associated with a 
stronger preference for R&D and larger invest- 
ments in R&D. In the CE group, however, ex- 
perienced subjects chose fewer R&D projects 
and spent less on R&D while capitalizing than 
while expensing. In experimental settings with 
relatively more mundane realism, the effects due 
to actual experience ( measured more precisely 
than here ) may be stronger and more consistent. 


SUMMARY AND CONCLUSION 


This study examines whether changes in ac- 
counting methods for R&D, such as occurred 
with SFAS No. 2, lead decision makers to subopti- 
mal decision making by excluding or reducing 
their investment in R&D projects and to subopti- 
mal long run firm performance. In this simplified 
experimental setting, decision makers selected, 
subject to an investment budget constraint, from 
among alternative, uncertain, muitiperiod pro- 
jects for 14 periods. We manipulated the ac- 
counting treatment of R&D —- capitalize or 
expense — and a change or no change in the ac- 
counting method of R&D after the first time 
block (period seven ). 

In general, the results support our hypotheses 
concerning the effect of accounting treatment 
on suboptimal behavior. Aithough all groups 
suboptimized, differing degrees of suboptimal 
behavior were found only for R&D projects. Sub- 
jects in the R&D expense groups were more 
likely to forego optimal R&D projects than those 
in the R&D capitalize groups, indicating less op- 
timal behavior. Consequently, the average firm 
terminal expected present value for those 
capitalizing throughout was significantly higher 
than those expensing R&D throughout, result- 
ing in higher suboptimization costs for the firms 
in the expense group, even in a multiperiod 
setting. 

Contrary to our expectations, expensing 
groups chose some R&D projects (though fewer 
than capitalizing groups). We speculate that 
“R&D” is a value-laden or cultural term which 
led subjects to choose R&D for subjective rea- 
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sons. The context of this decision making task 
may have affected the results, but not enough to 
mask the effects of the accounting change. 

Those in the capitalizing groups chose rela- 
tively more R&D projects and spent more on 
R&D than those in the expensing groups. After 
the mandated change in accounting method, 
new capitalizers of R&D chose more R&D pro- 
jects and invested more in R&D than previously 
and than their counterparts. New expensers 
exhibited the opposite behavior. Different levels 
of R&D expenditures were observed only for 
those who changed accounting methods. Al- 
though the proportion of R&D relative to the 
percent of optimal R&D available (R&D prefer- 
ence) decreased in Block 2 for all groups except 
prior expensers who switched to capitalizing, 
the largest decrease was for prior capitalizers 
who later expensed. 

In period 14, known to be the final period, 
more subjects chose the risk-free project (low- 
est but certain return) than in the previous 13 
periods combined. Moreover, average firm pre- 
sent value declined for all groups in period 14. 
This multiperiod, indeterminate length experi- 
ment demonstrates that multiperiod 
phenomena evaluated in a multiperiod setting 
can differ from its evaluation in single or two 
period experimental settings. 

While our hypotheses were generally sup- 
ported, some concerns limiting our findings 
need to be addressed. First, our subjects were 
not R&D managers, although almost half re- 
ported experience with job-related investment 
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decisions. Second, firm goals, such as a desired 
mix of R&D and other investments, were 
excluded along with other complexities occur- 
ring in natural settings. Third, compensation 
contracts were exogenous to the task and opti- 
mal contracting behavior was not a feature of 
this experiment. Rewards for managers in a 
steady state condition may differ from those for 
start-up or high growth firms. As with other con- 
tracting issues, empirical research is needed to 
better understand the linkages among contract 
design decisions and real world complexities, 
such as differences due to firm or product life 
cycle stages. 

Although earlier studies of the effects of SFAS 
No. 2 observed reduced R&D spending in 
former capitalizers of R&D who were required 
to expense R&D, none of the studies were able 
to control for numerous potential confounding 
effects and, therefore, none was able to attribute 
the decline in R&D spending to the accounting 
change or to test for ex ante suboptimizing be- 
havior. Our study uses a complementary, experi- 
mental method and unambiguously observes 
declining R&D spending for R&D expensers, 
most likely due to an accounting change similar 
to SFAS No. 2. The same effects could be present 
in natural settings. SFAS No. 2 may contribute to 
declining R&D spending in the U.S., especially in 
firms where managers are evaluated on the basis 
of accounting earnings, and R&D is expensed in- 
ternally for evaluations as well as for external 
reporting. 
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Abstract 


This study explores the role of trust and the ways in which trust is created within the prospectus process. 
It is argued that trust is a necessary condition for economic exchange and that trust must exist prior to 
contracting, The theoretical analysis provided deconstructs the contract as the original event and points to 
the limitations of traditional accounting analyses in understanding economic exchange. In addition, 
examples from the prospectus process are used to illustrate how some of the capital market institutions and 
institutional practices that we observe create and recreate the trust necessary for exchange. 


The notion of trust is central to all economic ex- 
change. Implicit within exchange is a set of com- 
mon expectations that define appropriate and 
inappropriate behaviours. These common ex- 
pectations exist prior to contracting: they pro- 
vide the necessary background conditions that 
aliow individuals to come together and barter or 
contract. 

Although trust is a necessary condition for 
contracting, accounting researchers have 
tended to privilege the contractual aspects of ex- 
change. As Ball & Foster (1982) note, most 
analyses accept the institutional environment as 
given, thus ignoring the ways that background 
factors influence the form and content of the ex- 
change. 

The current study adopts a different approach 
in that these background factors are explicitly 
considered. First, the role of trust and the ways 
in which trust is created and maintained within 
economic exchange are examined. This exami- 
nation provides insights into the nature of trust 
and the relationship between trust and contract- 
ing. In addition to examining the nature of trust 


and its relationship to contracting on a theoreti- 
cal level, tbis study explores the creation of trust 
within the capital formation process. Firms that 


decide to sell shares to the public via a prospec- 


tus are considered. This analysis illustrates the 
creation and maintenance of trust within a set- 
ting that is usually assumed to be entirely con- 
tractual in nature (Jensen & Meckling, 1976), 
thus providing an example of the applicability of 
such analyses to the domain of exchange. 

The theoretical and case analyses contribute 
to our understanding of economic exchanges 
and accounting in three ways. First, the theoreti- 
cal analysis deconstructs the contract as the 
originary event and points to the limitations of 
traditional accounting analyses in understanding 
economic exchange. In other words, it is neces- 
sary to look behind the contract to understand 
the form and content of the exchange. In addi- 
tion, examination ofthe prospectus process con- 
tradicts the presupposition held by many ac- 
counting researchers that market processes are 
not amenable to  sociological analyses 
(Granovetter, 1985). And finally, the case analy- 


*An earlier version of this paper was presented at the Queen's University workshop series. As such, the paper has benefited 
from the insights of all participants, especially John Dowling, Cam Morrill, and Alan Richardson. The written comments of Bob 


Crandall, Duncan Green, Becky Reuber, Alan Richardson, and Alison Taylor are appreciated.’ Finally, the ae 
Anthony Hopwood and an anonymous reviewer resulted in a much improved paper. c 
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sis illustrates how capital market institutions 
such as the accounting profession create and re- 
create the trust necessary for exchange. 

After this introduction, trust is defined, 
followed by an analysis of the relationship be- 
tween trust and contracting. Next, the modes of 
trust creation and maintenance are discussed, 
followed by an illustration of the creation of 
such trust within the prospectus process. Fi- 
nally, implications arising from the analysis are 
considered. 


TRUST DEFINED 


Trust is a primitive sociological concept. Most 
people appear to understand what someone 
means when they say they trust, however trust is 
rarely defined. | 

Within sociology a number of definitions of 
trust have been advanced. For example, Garfin- 
kel (1964) defines trust by noting that trust is a 
necessary taken-for-granted condition for social 
interaction: there must always be an "et cetera" 
assumption where every agreement has unspo- 
ken but understood qualifications, assumptions 
and provisions for future action (pp. 247—248). 
Luhmann (1979) states that trust begins where 
knowledge ends: trust provides a basis for deal- 
ing with uncertain, complex and threatening im- 
ages of the future. 

Others define trust more directly. For 
example, Barber (1983) defines trust as expec- 
tations involving a general moral order and 
specific norms of competence and responsibil- 
ity. Similarly, Lewis and Weigart (1985) define 
trust as "observations that indicate that mem- 
bers of a system act according to and are secure 
in the expected futures constituted by the pre- 
sence of each other or their symbolic represen- 
tations" (p. 465). And for Simmel (1964) and 
Zucker (1986), trust refers to social and con-. 
stitutive expectations shared by all those in- 
volved in an exchange. 

The aforementioned definitions have a num- 
ber of commonalities. First, trust appears to be 
based on common expectations. These expecta- 
. tions are a necessary starting point for interac- 
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tion and exchange, especially since it is not pos- 
sible to "know" with perfect foresight the 
actions of other exchange participants. In addi- 
tion, trust appears to be both a system property 
and an individual property: expectations are 
both part of our "social stock of knowledge" 
(Berger & Luckman, 1967) and grounded in 
specific groups of interacting individuals. And 
finally, trust exists in the absence of enforce- 
ment (Kahnemann ef al., 1986): individuals 
"trust in the ordinary language sense of the 
word even when no ex-post settling up 
mechanisms exist. In other words, common ex- 
pectations exist that individuals will not "cheat 
with impunity". 


THE NATURE OF EXPECTATIONS 


As previously noted, trust depends on both so- 
cial expectations and constitutive expectations 
(Zucker, 1986). Social expectations or "social 
rules" refer to practices that are taken-for- 
granted and accepted by the majority of soci- 
ety's participants. For example, we usually stop 
our automobile on red lights and drive on green 
lights. Similarly, it is a commonly accepted prac- 
tice in western society that a bride is given away 
by her father during a wedding ceremony and 
that she takes her husband's name (Rubin, 
1984). Such practices have come to be accepted 
as the correct (sic) way of behaving and thus 
have become part of the "social stock of knowl- 
edge" tbat governs our day-to-day actions 
(Berger & Luckmann, 1967). 

Constitutive expectations are situation 
specific and are not necessarily shared by all 
members of society (Zucker, 1986). These ex- 
pectations depend on previous experiences and 
interactions. For example, most individuals un- 
derstand the implicit rules governing interac- 
tion with police officers because of previous ac- 
tual or vicarious experiences. However, we are 
not equally familiar with the rules governing in- 
teraction with traffic court judges (Poliner, 
1979). Constitutive rules regarding such in- 
teractions are learned over time as we observe 
the appropriate and inappropriate behaviours 
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and develop person-in-situation schemata (Lord 
& Foti, 1986). 

Embedded within social and constitutive ex- 
pectations are hypothetical rules of conduct, 
norms of fairness and appropriate responses to 
unfair behaviour. Social expectations contain 
the starting role expectations that individuals 
bring to “new” interactions (Goffman, 1959). 
These role expectations provide individuals 
with hypothetical rules of conduct that specify 
one’s obligations (how one is expected to act) 
and one’s expectations (how one expects the 
other party to act) (Goffman, 1967). 

Expectations also imply norms of fairness. 
They specify what is to be taken as fair and unfair 
behaviour in different situations (Kahnemann et 
al., 1986). Note, however, that these norms are 
time and context dependent (MacIntyre, 1988). 
What is accepted as fair in one situation (e.g. in- 
sider trading) may be unfair in another (e.g. bet- 
ting on the baseball team that one manages). 
Similarly, the norms embedded within expecta- 
tions are not necessarily neutral with respect to 
all individuals affected by the norms. What is ac- 
cepted as fair often results from the ability of 
powerful parties to enact their preferred view of 
reality (Ranson et al., 1980; Smircich & Morgan, 
1982) and often disregards distributional issues 
(Kahnemann e£ al., 1986). As Davis's (1983) 
examples of the treatment of racial groups indi- 
cate, social expectations may be accepted as 
"fair" by large segments of society, even though 
these expectations are very debilitating for the 
target group. In other words, expectations con- 
tain within them norms of fairness although 
what is accepted as fair depends on the relative 
power of the parties involved. 

Expectations may also specify appropriate re- 
sponses to unfair behaviour. Responses may in- 
volve legal action (Thornton, 1985), informal 
sanctions by other exchange participants 
(Macauley, 1963), refusal to trade again in the 
future (Wilson, 1979), retaliatory behaviour 
(Kahnemann e£ al., 1986), the withdrawal of 
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legitimacy (Dowling & Pfeffer, 1975; Richard- 
son & Dowling, 1986), or simply “turning the 
other cheek”. Note, however, that such re- 
sponses by themselves are not sufficient to exp- 
lain why individuals do not breach trusts more 
often (Granovetter, 1985 ). 

As defined, expectations and hence trust rep- 
resent the cultural preconceptions (Gadamer, 
1976) that one brings to an interaction or ex- 
change. These expectations provide us with a set 
of rules that define both our obligations and ex- 
pectations with respect to the proposed interac- 
tion. In turn, these social rules influence the 
form and content of the proposed exchange. The 
next section looks at the relationship between 
such social rules and contracting. 


TRUST AND CONTRACTING 


Within accounting research, the role of com- 
mon expectations and hence trust within ex- 
change has been a non-issue. Under the assump- 
tion of perfect markets, the impact of social rela- 
tions and common expectations is non-existent 
(Hirschman, 1982). However, if one rejects the 
fiction of such markets (LeRoy, 1989), expecta- 
tions and trust become central to exchange. As 
Arrow (1974) notes, trust is a necessary social 
lubricant that allows individuals to come to- 
gether and contract, Similarly, even proponents 
of the “new institutional economics” recognize 
that “norms of trustworthy behaviour some- 
times extend to markets” (Williamson, 1975, p. 
106). 

In less than perfect markets, trust must exist 
prior to contracting, Without some common ex- 
pectations it is not possible to write a contract or 
conduct an exchange. For example, consider 
the situation where two individuals attempt to 
negotiate an exchange. In the absence of perfect 
markets, it is impossible to write a contract that 
specifies the responsibilities of each of the par- 
ticipants in all states of the worid (Williamson, 


‘Contract is used here to denote a formal, explicit agreement between two or more individuals that may or may not involve 
some reference to the future. This definition encompasses what the economics literature refers to as explicit exchanges and 


explicit contracts (Alchian & Woodward, 1988, p. 66). 
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1975; Thornton, 1985 ). Instead, these individu- 
als must rely on a set of common understandings 
to complete the exchange: what was previously 
referred to as “et cetera" assumptions (Garfinkel, 
1964). 

One et cetera assumption is that common 
norms of fairness exist among the parties: 


if something comes up, you get the other [person] on the 
telephone and deal with the problem. You don’t read 
legalistic contract clauses at each other if you ever want 
to do business again. One doesn’t run to lawyers if [one] 
wants to stay in business because one must behave de- 
cently (Macauley, 1963, p. 61, emphasis added). 


In addition, the exchange participants rely on 
the assumptions that: (1) an institutional 
mecbanism — the legal system — can be used to 
resolve any disputes that cannot be settled by 
the parties themselves (Macneil 1978), and (2) 
tbat the judge and the exchange participants all 
share similar norms as to what is "fair" behaviour 
within the context of the exchange." 

In other words, contracts by themselves can 
never be complete in less than perfect markets. 
Instead such contracts must depend on a set of 
common understandings that are themselves in- 
stitutionally defined (DiMaggio, 1988). These 
common understandings operate as et cetera as- 
sumptions that make it possible for individuals 
to even attempt to contract. 

That such common expectations exist prior to 
contracting is also evidenced by Granovetter’s 
observation that "one's economic interest is pur- 
sued only by comparatively gentlemanly (sic) 
means" (1985, p. 488). As he notes, there is no- 
thing intrinsic in the definition of self-interest 
that precludes force and fraud. Similarly, ex-post 
settling up costs are insufficient to explain 
adherence to the norms of fairness (Noreen, 
1988). And even if sanctions exist, a Hobbesian 
situation would result: rational individuals 
would be motivated to develop new and 
cleverer ways of evading the sanctions 
(Granovetter, 1985). Thus, some common ex- 
pectations that contain within them norms of 
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fairness must exist prior to contracting. In the 
absence of perfect markets and without these 
common expectations, a state of disorder would 
result. 

That such norms of fairness exist, has been 
demonstrated empirically. For example, 
Kahnemann ef al. (1986) compare the tipping 
behaviour of patrons at a restaurant where re- 
peat visits are likely (reputation effects exist) 
and those where repeat visits are highly unlikely 
(no reputation effects). In the latter case, the 
rational economic behaviour would be to leave 
no tip. However, Kahnemann et al. find that the 
difference in tipping behaviour was insignificant 
(12.8% vs 12.7% of bill). Thus it appears that so- 
cial expectations appear to override what would 
be the economically correct behaviour in the 
circumstances. 

Note, it is not being argued that common ex- 
pectations result in the absence of malfeasance 
and self-interest: what has been referred to as an 
over-socialized conception of persons (Wrong, 
1961). Rather it is argued that the atomized or 
undersocialized version of persons inherent in 
traditional capital market analyses is insufficient 
to understand exchange. Common expectations 
are necessary for exchange to occur; however, 
they are not sufficient to prevent malfeasance. 
Instead, common expectations function as a set 
of rules or constraints within which rational 
action is defined and occurs (Granovetter, 1985; 
DiMaggio, 1988). 

Within traditional accounting analyses, an im- 
plicit assumption is made that asymmetry and 
price are negatively correlated. When asym- 
metry increases, the price an exchange particip- 
ant is willing to pay for equity shares decreases 
(Jensen & Meckling, 1976). At the extreme, 
when these asymmetries become too great, the 
market ultimately breaks down (Akerlof, 1970; 
Lev, 1988). This view, while consistent with the 
notion that trust is necessary for exchange (trust 
could be viewed as the inverse of asymmetry ), 
differs.in two key respects. First, trust as used 
here is more inclusive than asymmetry: common 


7As Macneil (1978, p. 857) further notes, exchange is always embedded in a system of property rights and relies on moncy 


which is another social construct. 
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social and constitutive expectations are not 
limited to transaction-specific knowledge re- 
garding information and actions. As noted previ- 
ously, trust consists of an assortment of cultural 
preconceptions that are not reducible to the in- 
verse of asymmetry. Second, trust is not a substi- 
tute for price in the sense that trust must pre- 
cede exchange. In other words, while price may 
compensate for an incremental decrease in trust 
(Bradach & Eccles, 1989), price is not a substi- 
tute for trust at more extreme points. 

Thus while trust is necessary for contracting, 
the relationship between trust and contracting is 
asymmetrical. When no trust exists, contracting 
is not possible. When high levels of trust exist, 
there is no need for a contract. As Macauley 
(1963) notes, contracts are not used when there 
are alternatives such as trust. 

Similarly, the introduction of formal mechan- 
isms such as contracts may displace human link- 
ages and therefore break down trust 
(Choudhury, 1988): 


carefully planned ( contracts) may create undesirable ex- 
change relationships between business units .... Such 
planning indicates a lack of trust and blunts the demands 
of friendship, turning a cooperative venture into an an- 
tagonistic horse trade (Macauley, 1963, p. 64). 


Or as Granovetter (1985) notes, the introduc- 
tion offormal mechanisms such as contracts may 
actually increase the probability of Hobbesian 
behaviour by downplaying the social relation- 
ships in which the exchange was embedded. 

And finally, as trust decreases, there is a grea- 
ter need for contractual devices to align expec- 
tations. However, in the extreme, these contrac- 
tual mechanisms are unlikely to be effective 
given the lack of starting expectations upon 
which to base the contract. 

In sum, the preceding analysis suggests what 
can be termed the “irony of contracting”. Con- 
tracting requires the presence of trust. However, 
when high levels of trust are present, the intro- 
duction of a contract may result in a breakdown 
of trust. Conversely when low levels of trust are 
present, contractual devices are needed to align 
expectations, yet these devices are not likely to 
be effective given the lack of common starting 
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expectations upon which to base such contracts. 
In other words, depending on the amount of 
trust present, the introduction ofa contract may, 
at best be ineffective, and at worst, have effects 
contrary to the original contract intention. 

This section has argued that trust must be re- 
garded as the originary event when considering 
exchange. Trust precedes contracting and influ- 
ences the likely effectiveness or ineffectiveness 
of the contract in aligning expectations. The 
next section brackets the contract itself and con- 
siders how trust is created. 


MODES OF TRUST CREATION 


Zucker (1986) identifies (1) process-based, 
(2) character-based, and (3) institutional-based 
trust-creating mechanisms. According to 
Zucker, each of these mechanisms depends on 
different amounts and kinds of information 
about the other party involved in the exchange. 

Process-based trust is tied to past and ex- 
pected future exchanges. Individuals rely on 
transaction-spectfic information to infer that the 
necessary trust exists for an exchange to occur 
in the future: “a record of prior exchange, often 
obtained secondhand or by imputation from 
outcomes of prior exchange, provides data on 
the exchange process” (Zucker, 1986, p. 60). 
Thus first-hand information or second-hand in- 
formation from a “trusted” informant provides a 
Starting point for exchange. 

In the absence of such information, par- 
ticipants to an exchange must rely on social ex- 
pectations. As noted previously, these social 
expectations provide a set of starting role expec- 
tations (Goffman, 1959). However, as a history 
of exchange is built up, social expectations are 
supplemented by idiosyncratic participant- 
specific constitutive expectations (Schutz, 1967). 

Within process-based trust, norms of recip- 
rocity and regard for the “other” become par- 
ticularly important. As Granovetter states, “con- 
tinuing economic exchanges become overlaid 
with social content that carries strong expecta- 
tions of trust and abstention from opportunism” 
(1985, p. 490). Similarly, Macneil (1978) notes 
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that continuing economic relations are main- 
tained as much for social as economic reasons. 
The end result is a relationship characterized by 
a “who’s counting?” approach instead of the 
"what's in it for me?” approach assumed by most 
economic theorizing (Lewis & Weigart, 1985, p. 
467)? 

Cbaracter-based trust, in contrast to process- 
based trust, is generalizable to a broader domain 
of exchanges. Ascribed characteristics such as 
ethnicity, gender and age are used to infer trust. 
These indicators serve both within-group and 
across-group functions. First, as Zucker notes, 
they serve as indicators of membership in a com- 
mon cultural system and shared background ex- 
pectations. These shared background expecta- 
tions provide a starting point for exchange and 
also reduce the amount of exchange-specific 
negotiation necessary. In other words, within- 
group tacit knowledge replaces the need for for- 
mally specified contracts. 

In addition, ascribed characteristics serve 
across-group functions. They provide “typifica- 
tions” (Schutz, 1967) or person-in-situation 
scripts (Lurigio & Carroll, 1985) that, correctly 
or incorrectly, suggest how individuals with cer- 
tain ascribed characteristics will behave. Similar 
to social expectations, across-group typifica- 
tions provide a starting point upon which ex- 
change can be based.‘ 

Institutional-based trust generalizes beyond 
a given transaction and specific exchange 
partners (Zucker, 1986). Social practices within 
which trust is embedded come to be accepted as 
social facts — the way things are and have always 
been. Hence these institutional trust-creating 
mechanisms come to be unquestioned and 
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taken-for-granted by the majority of society’s 
participants (Meyer & Rowan, 1977; Scott, 
1987 ). In this way, common social and constitu- 
tive expectations are created and maintained. 

Three broad classes of institutional elements 
create and maintain institutional trust. More 
specifically, (1) individual and firm-specific 
actions, (2) intermediaries, and (3) regulations 
create and sustain such trust. 

Individual and firm-specific actions are those 
undertaken by one of the exchange participants 
to signal trust. In general, these actions indicate 
one's willingness to conform to social or con- 
stitutive expectations. At the individual level, 
education or certification may be used to signal 
trust.? Membership in a specific subculture such 
as a CA designation, law designation or an MBA 
degree provides other exchange participants 
with ready-made typifications as to how one will 
act in certain situations: 


constitutivc expectations for roles as diverse as shaman, 
the lawyer ... [and the accountant] are sufficiently de- 
tailed in their respective social systems that clearly de- 
fined spheres in which each will be trusted can be iden- 
tified (Zucker, 1986, pp. 63—64). 


Note that individual actions are similar to the 
ascribed characteristics used to infer the pre- 
sence of character-based trust. The only differ- 
ence is that ascribed characteristics are not 
amenable to manipulation (it is difficult to 
change one’s gender), whereas individual 
actions are. 

At the firm level, firms may join certain associ- 
ations or adopt certain practices to signal con- 
Stitutive expectations. Membership in trade 
organizations signals one’s implicit acceptance 


*Wilson’s (1979) study of the New England Fresh Fish Market nicely captures the development of such process-based trust. 
Reciprocal transactions along with a small number of exchange participants mitigated the opportunism and moral hazard that 
is often present in impersonal markets. Similarly, Macauley’s (1963) study of purchasing agents highlights the importance of 


social factors within continuing economic exchanges. 


*Creighton's (1984) finding that, in the early years of the Canadian accounting profession, partners of public accounting firms 
and their clients tended to be segmented on the basis of ethnicity is consistent with such character-based trust. Similarly, 
Akeriofs (1970) study of Indian money-lending practices indicated the importance of process-based and character-based 


trust to these exchanges. 


?Proponents of signalling theory (Spence, 1973) argue that such signals must be exogenously costly or tied to a contingent 
contract in order to be credible. Signal as it it used here, does not assume a priori that these two conditions must be met for 


a signal to be trusted. 


TRUST AND PROSPECTUS PROCESS 


of the associations’ publicly stated goals. Simi- 
larly, adoption of organizational practices may 
signal one's willingness to conform to social or 
constitutive expectations in exchange for legiti- 
macy (Dowling & Pfeffer, 1975; Richardson, 
1987a). These actions result in a homogeneity of 
practices within an organizational field ( DiMag- 
gio & Powell, 1983), thus serving as a starting 
point for exchange and also militating the need 
for detailed contracts ( Macauley, 1963, p. 63). 

Intermediaries are the second institutional 
trust-creating mechanism. Intermediaries 
specialize in the marketing of trust (Zucker, 
1986). They provide exchange participants with 
a form of warranty or guarantee that a common 
set of rules is being followed and that exchange 
is possible even in the presence of moral hazard 
and information asymmetries (Akerlof, 1970). 

Intermediaries also function as a legitimating 
institution (Richardson, 1987a). The legitimacy 
of the intermediary provides a signal to other ex- 
change participants of the presence or absence 
of trust (Zucker, 1986). Since trust is difficult to 
measure directly, such signals are important in 
establishing that common expectations exist. 

Note that intermediaries introduce a form of 
process-based trust into the exchange that might 
not be present otherwise. In exchanges charac- 
terized by a large number of participants, pro- 
cess-based trust is unlikely to develop (Zucker, 
1986). However, this is not necessarily the case 
with intermediaries. In most markets there are 
a small number of intermediaries. Therefore, 
“weak ties” (Granovetter, 1973) may develop 
between intermediaries and individual ex- 
change participants that generalize to the 
exchange as a whole. 

Regulation, the third institutional mechanism, 
produces trust by creating formalized rules that 
govern exchange (Zucker, 1986). These rules 
act to standardize operating procedures across 
all participants in a particular organizational 
field (DiMaggio & Powell, 1983). For example, 
tax regulations require companies to file annual 
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tax returns, security exchange commissions re- 
quire audited financial statements produced in 
accordance with GAAP (Ontario Securities 
Commission, 1983) and not-for-profit com- 
panies maintain accounting records in order to 
meet tax law requirements (DiMaggio & Powell, 
1983). These regulatory initiatives make be- 
haviour more predictable by creating homo- 
geneity in organizational structures. 

The preceding analysis has suggested that pro- 
cess-based, character-based and institutional- 
based mechanisms create the trust necessary for 
capital market exchanges. However, these 
mechanisms differ in terms of their ability to 
maintain (or recreate ) trust. Process-based trust 
is specific to a small number of exchange par- 
ticipants. Continuing exchanges reinforce de- 
veloped norms of reciprocity and social ties 
among participants (Macauley, 1963). Process- 
based mechanisms, therefore, recreate trust 
within a particular exchange network; however, 
this trust is not readily generalizable to other ex- 
changes involving different participants. 

Character-based trust is based on ascribed 
characteristics and is thus somewhat more 
generalizable than process-based trust. Ex- 
changes that do not breach (Garfinkel, 1967) 
character-based expectations strengthen and re- 
create character-based trust. However, such 
trust is only applicable to other exchanges in- 
volving individuals possessing similar ascribed 
characteristics. 

In contrast to the preceding two mechanisms, 
institutional-based trust depends less on the 
specific exchange participants and more on 
authority relationships where authority refers to 
legitimated power (Pfeffer, 1981) These 
authority relationships and the threat of sanc- 
tions associated with them help maintain com- 
mon expectations. For example, the Canadian 
Business Corporations Act, Ontario Security 
Commission Regulations, and Toronto Stock Ex- 
change Regulations all réquire financial state- 
ments to be prepared in accordance with GAAP 


“The creation and recreation of process-based, character-based and institutional-based expectations are all influenced by 
power. The current analysis brackets the role of power when discussing process-based and character-based expectations due 


to the idiosyncratic nature of such expectations. 
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as defined by the Canadian Institute of Chartered 
Accountants (Richardson, 1987b; Neu, 1990). 
The threat of government action, security com- 
mission censure or exchange delisting serves to 
enforce and maintain the common expectations 
embedded within such institutional practices. In 
other words, legitimated power allows institu- 
tions such as the accounting profession to repro- 
duce and legitimate cultural expectations 
(Richardson, 1987a, 1989b).’ 

The preceding analysis has outlined possible 
trust-creating mechanisms. Table 1 summarizes 
these mechanisms and the next section provides 
examples of such mechanisms within the pros- 
pectus process. 


THE PROSPECTUS PROCESS 


In an attempt to assess the plausibility of a 
trust perspective for examining capital market 
exchanges, an archival review of one institu- 
tional environment was undertaken. Firms issu- 
ing equity shares via a prospectus and applying 
for a new Toronto Stock Exchange (TSE) listing 
over the 1983—1987 period were chosen as the 


institutional field of interest. Archival sources in- 


cluded prospectus documents for approxi- 
mately 230 firms (Neu, 1989) and institutional 
regulations (Ontario Securities Commission, 
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1986; Sawiak, 1986). In addition, these archival 
sources were supplemented by discussions with 
managers, intermediaries and regulators in- 
volved in the prospectus process. The following 
summarizes some of the features of the prospec- 
tus process that can be regarded as trust-creating 
mechanisms. 

As noted previously, process-based trust and 
character-based trust are difficult to create when 
there are.a large number of exchange particip- 
ants (Zucker, 1986). However, some attempt is 
made to develop these types of trust through the 
provision of management biographies within the 
prospectus document. For example, the follow- 
ing description was found in the prospectus of 
Accugraph Corporation: 


Peter S. Crombie, CA, 42, Chairman of the Board and 
Chief Financial Officer, assumed his present position in 
June 1985. He was Senior Vice-President, Finance of SHL 
Systemhouse Inc. until August 1985 and has held other 
senior management positions with SHL Systemhouse Inc. 
since June 1982. 


This biography provides potential investors with 
some past exchange history. In addition, infor- 
mation on ascribed characteristics such as age 
and gender is either provided or can be inferred 
from the biographies, thus allowing some basis 
for the development of process-based and 
character-based trust. 


TABLE 1. Trust-creating mechanisms 


Mechanism 


1. Process-based 


Basis 


— specific to small group of exchange partners 


— based on record of past exchanges and developed norms of reciprocity 


2. Character-based 


— based on ascribed characteristics such as ethnicity, age, gender which provide ready- 


made typifications regarding behaviour and common expectations 


3. Institutional-based 
other two forms 
(a) individual and firm- 
specific actions 
(b) intermediaries 
(c) regulations 


expectations 


— generalizable to a larger number of exchanges and exchange participants than the 


— actions signal one's willingness to conform to societal and constitutive expectations 
— intermediary’s reputation creates a form of process-based trust 
— create formalized rules that govern exchange and produce conformity in 


7A number of other accounting studies have provided a more in-depth and critical examination of the role of power and 
institutional practices in creating and sustaining cultural norms (c.g. Tinker, 1980; Knights & Collinson, 1987; Lehman & 


Tinker, 1987). 
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Biographies may also report information on 
management’s membership in professional sub- 
cultures. For example, the biography of Mr Flan- 
nery of MDI Mobile Data International Inc. 
states: 


Mr Flannery joined the Company in September 1986 hav- 
ing spent the previous seven years with Dialogic Systems 
Corporation of California, a company of which he was a 
co-founder. His last position with that company was a 
Vice President of Marketing and Product Planning. ...Mr 
Flannery holds a Bachelors and Masters Degree in Electri- 
cal Engineering from Stanford University as well as a Mas- 
ter of Business Administration from Stanford Graduate 
School of Business. 


Mr Flannery’s MBA degree, engineering designa- 
tion and work experience provides potential in- 
vestors with a basis for forming expectations 
about his potential behaviour and thus the 
sphere in which he can be trusted. 

Firm-specific institutional information is also 
present within the prospectus document. For 
example, biographical information often men- 
tions organizational associations and member- 
ship in organizational networks: 


The Company [TCC Beverages] is the largest bottler of 
soft drinks in Canada. It produces, packages, distributes 
and markets the soft drink products and other beverages 
of Coca-Cola Ltd and of The Coca-Cola Company through 
license agreements in territories containing approxi- 
mately 67% of the population of Canada. The Company 
also produces, packages, distributes and markets the pro- 
ducts of Canada Dry Limited and certain other companies 
through license agreements in certain of its territories. 


Disclosure of organizational associations allows 
less well-known companies such as TCC Bever- 
ages to benefit from the legitimacy of better- 
known companies such as Coca-Cola Ltd ( Dowl- 
ing & Pfeffer, 1975). Thus this transfer of legiti- 
macy provides potential investors with some ex- 
pectations regarding the behaviour of TCC Be- 
verages. 

In addition, information regarding the firm's 
board of directors may signal expectations. In- 
terlocking directorates often signal membership 
in business and social elites ( Palmer, 1983; Orns- 
tein, 1984) and hence a congruency of values 
(Richardson & Dowling, 1986). In the prospec- 
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tus documents reviewed, many of the boards of 
directors contained members who would be 
considered part of Canada's business and social 
elite (Richardson, 1989a). For example, mem- 
bers of Lavalin Inc.’s Board include a federal 
senator and the president of the National Bank of 
Canada. Again, this information provides poten- 
tial investors with some basis for assessing the 
commonality of expectations. 

Prospectus documents also provide informa- 
tion regarding intermediaries. In particular, in- 
formation regarding the firm's public accoun- 
tant and underwriter help create a set of com- 
mon expectations. 

Public accounting, like other professions, 
attempts to specify a domain of activity and a 
method of doing the associated work (Larson, 
1977; Willmott, 1986). The technology of the 
profession, accounting standards and auditing 
standards, provides a codification of the proce- 
dures that public accountants will perform in 
acting as an intermediary (Richardson, 1987b ). 
For example, accounting standards specify what 
will be measured and the computational rules 
for these measures (Kinney, 1988). Similarly, au- 
diting standards specify how the computational 
rules will be checked. These practices and the 
fact that government regulations make such 
practices mandatory (Richardson, 1987b), 
create and maintain common constitutive ex- 
pectations among exchange participants. 

In addition, the legitimacy or perceived repu- 
tation of the public accountant influences one’s 
assessment of the degree of common expecta- 
tions. Public accounting firms appear to have dif- 
fering reputations (Simunic, 1980; Simunic & 
Stein, 1987). In turn, this reputation has been 
linked to the price exchange participants are 
willing to pay for equity shares (Balvers et al., 
1988). Thus one interpretation is that exchange 
participants use the perceived reputation of the 
public accountant to infer the presence or ab- 
sence of common expectations. 

Underwriters also help create trust. For 
example, it is suggested that underwriters en- 
force an under-pricing equilibrium whereby 
new stock issues are underpriced (Rock, 1986; 
Beatty & Ritter, 1986). New issues are offered at 
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a discount to ensure that the pool of new issues 
available to uniformed investors is perceived to 
be fair: that uninformed investors are just as 
likely to receive an underpriced new issue as an 
overpriced new issue. In this way, underwriters 
help produce expectations that the capital for- 
mation process is fair. 

Underwriters also create common expecta- 
tions through their screening of potential clients 
(Hughes, 1986). This screening of potential 
clients benefits the underwriter by protecting 
their developed reputation. It also benefits other 
exchange participants by producing common 
expectations regarding the type of client that un- 
derwriter X will be associated with. 

Finally, institutional regulations create 
common expectations by standardizing the 
prospectus process. For example, institutional 
regulations specify what information must be in- 
cluded within the prospectus (Ontario Sec- 
urities Commission, 1986) and what type of 
firms are eligible to list on the TSE (Sawiak, 
1986). These regulations create common ex- 
pectations by limiting the range of acceptable 
exchange behaviours. 

This section has provided some examples of 
prospectus practices that may be interpreted as 
creating common expectations and hence trust. 
Table 2 summarizes these practices. 


DISCUSSION 


Studies of capital market processes have been 
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dominated by the discourse of economics and 
devoid of sociological influences. As a result, the 
tendency has been ( 1) to assume a world charac- 
terized by perfect competition and atomized in- 
dividuals, and (2) to concentrate on the contrac- 
tual aspects of these exchanges. 

In contrast, the current study has explicitly 
focused on the background conditions that 
make exchange and contracts possible. Com- 
mon social and constitutive expectations com- 
prise the cultural preconceptions that individu- 
als bring to each potential exchange. In a world 
of less than perfect markets, such expectations 
are a necessary prerequisite for exchange. 

The recognition that culture precedes ex- 
change has three implications for our under- 
standing of accounting and the capital formation 
process. First, the contract itself cannot be re- 
garded as the originary event: social and con- 
stitutive expectations precede the.contract and 
influence the form and likely effectivness of the 
contract. As the analysis indicated, an “irony of 
contracting” results whereby contracting re- 
quires trust, and where the introduction of a 
contract may result in a breakdown of trust. 
Thus accounting analyses that accept these ex- 
pectations as given, remove from consideration 
the very factors that are likely to influence both 
the contract and the exchange. 

Second, recognition of the role of culture 
reintroduces the individual into the capital for- 
mation process. As Granovetter (1985) notes, 
markets are rife with social relations. Such social 


TABLE 2. Prospectus trust-creating mechanisms 


Mechanism Source Information provided 
1. Process-based and Senior management biographies Previous experience, age and sometimes ethnicity 
character-based i ; 
2. Institutional-based 
(a) individual Senior management biographies Membership in professional subcultures 
(b) firm-specific Firm biography Organizational associations and membership in 
organizational networks 
Board of directors Interlocking directorates, membership in business 
and social elites 
(c) intermediaries Public accountant and Reputation of chosen intermediary 
underwriter 
Security and exchange Define rules of exchange along with fair and 


(d) regulations 
regulations 


unfair behaviour 
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relations are embedded both in social expecta- 
tions or social norms and in specific “ties” be- 
tween interacting individuals. In contrast to a 
world of atomized individuals, a cultural per- 
spective suggests a world where interacting in- 
dividuals both influence and are influenced by 
social relations. In such a world, social relations 
influence the amount of trust present, and hence 
the form and content of the proposed exchange. 

And finally, recognition of the role of culture 
forces us to reconsider the nature of rationality 
within such exchanges. Samuelson (1947, p. 90) 
States that “economists would separate econ- 
omics from sociology upon the basis of rational 
or irrational behaviour.” However, the analysis 
provided points to an alternative view of ration- 
ality, one where the irrational in fact becomes 
rational. When culture precedes exchange, ex- 
pectations provide a set of constraints within 
which rational action is defined. Consideration 
of social norms and a regard for the other in the 
exchange results in actions that differ from the 
self-interest with guile rule of rationality, but 
nevertheless actions that are rational given these 
social relations. 

Examples from the prospectus process were 
used to illustrate how trust may be created 
within the capital market. Note however, the 
analysis does not assert that efficiency (Alchian 
& Woodward, 1988) nor any other form of 
structural-functionalism (Gambling, 1977) 
drives the emergence of these mechanisms. In- 
stead the mechanisms that we observe may have 
emerged in response to distributional struggles 
(Merino & Neimark, 1982) or political problems 
(Lew & Richardson, 1990) totally unrelated to 
the creation of trust. Thus these mechanisms 
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may continue to exist solely as a result of in- 
stitutionalization (Tolbert & Zucker, 1983; 
Zucker, 1987) or as a result of power differen- 
tials (Merino & Neimark, 1982) and may repre- 
sent second or third-best solutions to the need 
for trust. 

Taken together, the theoretical and case 
analyses provide us with an alternative perspect- 
ive on the prospectus process. However, gaps in 
the current analysis indicate the need for addi- 
tional theorizing and research in four areas. First, 
it has been suggested that trust penetrates ir- 
regularly through institutional fields and that the 
level of trust present influences the effectiveness 
and consequences of contracts. Research is 
needed to develop measures of trust and to em- 
pirically assess the relationship between trust 
and contracting. Second, the analysis has as- 
sumed that all trust-creating mechanisms are 
equally effective in creating trust. However, ad- 
ditional theorizing and research into these 
mechanisms may result in a more fully specified 
theory. Third, the analysis and illustrations have 
only indirectly considered the role of power in 
maintaining social and constitutive expecta- 
tions. Additional research that explicitly consid- 
ers power within the capital formation process is 
needed. And finally, the analysis has not addres- 
sed whether individuals should trust or not. Fu- 
ture research that considers the role and in- 
terests of individual institutions (e.g. the ac- 
counting profession, underwriters, security reg- 
ulators) in creating and sustaining the percep- 
tion of trust will further enrich our understand- 
ing of accounting and the capital formation pro- 
cess. 
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Abstract 


From 1854 to 1880 Scottish chartered accountants achieved a monopoly of practice founded on the unique 
acquisition of the credentials “CA”. After 1880 their economic domination was formally challenged by two 
organizations of aspirant professionals. This paper reveals that the chartered monopoly was challenged as 
being contrary to prevailing social and political philosophy and by employing a “critical” analysis of 
professsional privilege. It is shown that the CA monopoly was publicly defended by assuming a 
“functionalist” interpretation of the role of professions in society and was protected with the assistance of 
superior resources, linkages with the legal profession and contemporary political circumstances. 


There appears now to hover over the Scotch chartered 
bodies a cloud at present no bigger than a man's hand 
which may cither disappear or eventually overspread and 
darken the sky (Tbe Accountant, 5 January 1889, pp. 1— 
2). 


Macdonald (1985) has provided a valuable over- 
view of the unsuccessful endeavours of British 
accountants since 1870 to gain social closure by 
the most comprehensive and exclusionary de- 
vice available to professional organizations — a 
legal monopoly secured by state registration of 
the occupation. By way of contrast, the first ob- 
jective of this paper is to analyse a success story 
— how Scottish chartered accountants (CAs) 
were able to nurture and defend a monopoly of 
practice founded not on registration (as in the 
medical profession) but on the sole possession 
of Royal Charters of Incorporation — a 
monopoly acquired before the state assumed a 
major role in regulating the appointment of 
auditors which was the source of the de facto 
monopoly subsequently gained by chartered ac- 
countants south of the border (ibid., pp. 553— 
554). This is an account of collective entrench- 
ment and status maintenance, of the preserva- 
tion of an almost complete monopoly in the pro- 


vision of accountancy services established on 
the basis of continuous and exclusive usage of 
the designation “chartered accountant" and. its 
abbreviate "CA". X 

The second aim of the paper is to examine, in 
the context of mainstream sociological theories 
of professions, how challenges to the chartered 
monopoly by two aspirant and tenacious organi- 
zations were successfully repelled. The justifica- 
tions advanced before state institutions for the 
maintenance of professional privileges are con- 
sidered in relation to the "functionalist" analysis 
of professionalization. The ideological founda- 
tions of the attack on the chartered monopoly 
and the underlying objectives of the chartered 
societies in defending their domination of the 
supply of accountancy services, are revealed as 
evidence of the wider "critical" sper to the 
study of the professions. 

In addition to the aforementioned primary ob- 
jectives of the paper, other significant issues are 
touched upon. The paper is responsive to 
demands for a more thorough insight into the 
development of organized accountancy (Bur- 
chell et ai, 1980; Willmott, 1986), current 
understandings being poor in relation to the sig- 
nificance of the profession in modern 
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economies and lacking when compared with the 
wealth of research into the longer-established 
professions, particularly medicine. One charac- 
teristic of the U.K. accountancy profession 
which renders its study complex and challeng- 
ing is its representation by a succession of sepa- 
rate Organizations. This disunified structure re- 
flects spatial factors, the emergence of 
specialisms and, as will be illustrated, is a result 
of the development of local monopolies among 
the early associations of professional accoun- 
tants. The socio-economic advantages acquired 
by the founder organizations resulted in the 
emergence of aspirant associations of excluded 
practitioners who demanded and fought for 
equality of status with the established profes- 
sionals — challenges which perpetuated inter- 
organizational discord. 

The relationship between accounting know- 
ledge and professional privilege analysed by 
Richardson (1988) is also relevant. The most 
potent single justification advanced by the Scot- 
tish chartered societies for the maintenance of 
monopolistic control (and the concomitant 
economic rewards to their memberships) was 
the unequal inter-organizational distribution of 
“pure” accounting knowledge. The singular 
attempts of the chartered societies to codify, 
institutionalize and control that knowledge 
prior to the organization of other practitioners, 
enabled them to advocate the existence of a 
major gulf in professional status between them- 
selves and their competitors. The introduction 
of the examination as a device for testing the ac- 
quisition of the knowledge required for practice 
and in the professionalization of accounting or- 
ganizations (Hoskin & Macve, 1986) is also re- 
vealed as having been significant for the WE 
tance of professional monopoly. 

Before discussing the nature of the share 
accountants’ monopoly, some background nar- 
rative is provided. 


THE PROTAGONISTS — ORGANIZATIONAL 
RESPONSES TO THE EMERGENCE OF A 
PROFESSIONAL MONOPOLY 


The defenders of professional monopoly com- 
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prised the three organizations which merged to 
form the Institute of Chartered Accountants of 
Scotland in 1951: the Society of Accountants in 
Edinburgh (constituted in 1853 and chartered 
in 1854), the Institute of Accountants and Ac- 
tuaries in Glasgow (formed in 1853 and char- 
tered in 1855) and the Society of Accountants in 
Aberdeen (founded in 1866 and chartered in 
1867) (Brown, 1905; Stewart, 1977; Jones, 
1981; Walker, 1988). 

The three local chartered societies were the 
sole organizations of professional accountants in 
Scotland until the autumn of 1880 when the 
Scottish Institute of Accountants was founded in 
Glasgow. The impetus to the formation of the 
Scottish Institute (which boasted 33 original 
members ) was the granting of the first “national” 
charter to a British society of accountants — the 
Institute of Chartered Accountants in England 
and Wales (ICAEW) in May 1880. The Scottish 
Institute of Accoutants comprised the principal 
challenger to the chartered monopoly until the 
mid-1890s when the mantle of leading agitator 
passed to the Corporation of Accountants, Ltd. 
The Corporation was registered under the Com- 
panies Acts and was constituted during 
November 1891 by seven radical members of 
the Scottish Institute who had become disil- 
lusioned with the Institute’s failure to break the 
CA monopoly (The Corporate Accountants’ 
Yearbook, 1936, p. 505). 

The Corporation was to adopt a more direct 
and provocative approach by concentrating its 
efforts on the central contention — the char- 
tered societies’ claim to exclusive usage of the 
notation “CA”: the Corporation’s title could be 
abbreviated to CA and its articles of association 
encouraged members to emulate that profes- 
sional designation (Corporate Accountants, Ltd., 
Articles, 2230/2, p. 6). 

Until the emergence of the rival Scottish Insti- 
tute of Accountants in 1880, the three locally 
organized chartered societies were charac- 
terized by an envious detachment (The Accoun- 
tant, 11, 1885, p. 4). The Edinburgh society was 
considered dominant in membership and pre- 
stige (Walker, 1988, pp. 16—18). With the chal- 
lenge to their control of the profession in Scot- 
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land, the geographical and status demarcations 
of the CA societies were superceded by a unity 
of purpose necessary to resist the threat to their 
paramount mutual interest: the defence of the 
monopolized supply of professional services 
. north of the border. The new found commonal- 
ity of the Edinburgh, Glasgow and Aberdeen 
societies was epitomized by institutional federa- 
tion during the 1890s: in 1893 a uniform educa- 
tion system was introduced under a General 
Examining Board, a directory of members was 
published in 1896, Tbe Accountants' Magazine 


first appeared in 1897 and members of the three . 


societies were to be referred to henceforth 
under the collective title of "Chartered Accoun- 
tants of Scotland" (Privy Council, 1896, Oppo- 
nent’s Case, pp. 7—8; Woolf, 1912, p. 166). 


THE PROFESSIONAL ARENA 


Whereas the protagonists in the debate on the 
registration of the accountancy profession 
fought in the legislature by formulating and op- 
posing a succession of private bills (of which 17 
were presented to Parliament from 1891 to 
1912 according to Woolf, 1912, p. 185), those in 
the Scottish professional arena during the 1854— 
1914 period fought their major battles before 
institutions performing judicial functions — ad 
boc committees of the Privy Council constituted 
for hearing applications for Royal Charters and 
the highest court in Scotland, the Court of Ses- 
sion. 

The emphasis on litigious activity was 
symptomatic of several factors. From the per- 
spective of the three chartered societies, gaining 
statutory ratification for their monopoly was un- 
likely given the demonstrable failure of legisla- 
tion for the profession which, on each occasion 
after 1890, was opposed by one or more of the 
many contending and disparate organizations of 
British accountants. Editorials in The Accoun- 
tants’ Magazine frequently questioned the pru- 
dence of expending time and money on draft 
legislation given that the whole profession was 
unlikely to agree to it (January 1898, pp. 1--2). 
Hence, when Scottish registration bills were pre- 
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sented to the legislature (as in 1896—1898) they 
were essentially a response to, or supplementary 
to, activities before the Privy Council and de- 
signed to maintain sectional interests during the 
peak of the debate on British registration (see 
The Scottish Accountant, April 1896, pp. 90— 
91). 

From the viewpoint of the challengers to the 
chartered monopoly — the Scottish Institute 
and the Corporation — litigation was preferred 
as the chartered societies' claim to exclusive use 
of the "CA" designation was based on contesta- 
ble legal foundations. Further, it was necessary 
for the competing organizations to gain identical 
“CA” status and thus ensure equality of treat- 
ment in any proposed regulatory legislation 
emanating from one of the British accountancy 
organizations (see The Scottish Accountant, 
January 1893, p. 63). 


SOCIOLOGICAL APPROACHES TO THE STUDY 
OF THE PROFESSIONS AND PROFESSIONAL 
MONOPOLY 

The emergence and defence of the monopoly 
acquired by Scottish CAs during the second half 
of the nineteenth century and the arguments ad- 
vanced for its devolution are analysed here in 
the context of two of the mainstream theoretical 
approaches to the sociology of the professions 
summarized by Willmott (1986). 

The “functional” approach is rooted in 
Durkheim’s theory of social solidarity which is 
maintained by the division of labour and occupa- 
tional differentiation in industrial societies (Dur- 
kheim, 1933). The professional association, in 
regulating the conduct and behaviour of its 
members and by instilling primary orientation to 
the public interest, is the example to the rest of 
society as to the means of preserving moral 
order (see also Halmos, 1970). The identifica- 
tion of professions and the attainment of profes- 
sional status is conditional upon the exhibition 
of organizational and membership traits as evi- 
dence of the performance of their fundamental 
function in society. The identification of the de- 
finitive set of professional characteristics has 
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proved elusive though most commentators 
enumerate: an intellectual basis to practice ac- 
quired by specialist training and education — 
“the distinguishing mark of the professional” ac- 
cording to Carr-Saunders and Wilson (1933, p. 
200); a code of ethical behaviour; professional 
autonomy; and altruism as opposed to self-in- 
terest (Greenwood, 1962; Gross, 1958; Hughes, 
1963). 

Functionalists contend that the high rewards 
gained by professionals and the privileges 
attained by their associations are legitimated by 
their provision of essential services to the com- 
munity (Barber, 1963). Through the imposition 
of formalized systems of recruitment and train- 
ing, the professional organization ensures that 
only the competent gain access to the occupa- 
tion. Income differentials and status rewards 
provide the necessary inducement to those with 
appropriate abilities to undergo the rigours of 
vocational preparation and to occupy the func- 
tionally important professional positions in the 
division of labour (Davis and Moore, 1945). 

Claims about the acquisition of such 
functionalist professional traits by the defenders 
of, and challengers to, professional monopoly 
constituted the central “public” arguments 
before the Privy Council and the Court of Ses- 
sion. The success of the Scottish Institute of Ac- 
countants and the Corporation depended on the 
exhibition of the professional characteristics 
previously attained by the established local char- 
tered societies. Conversely, the most persuasive 
arguments employed by the chartered societies 
for the maintenance of their monopoly rested on 
the functionalist concept that their privileges 
had been sanctioned by the community as the 
fair reward for the provision of essential accoun- 
tancy services by competent practitioners. 

Two early students of the profession whose 
analysis was to become associated with the 
functionalist school, Carr-Saunders and Wilson 
(1933), elucidated the concept of “institutional 
monopoly” which also underpinned the char- 
tered accountants explanation for the source of 
their domination of the supply of professional 
services. According: to Carr-Saunders and Wil: 
son, a professional organization could gain mar- 
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ket control in the absence of statutory regulation 
of practice on the basis of “institutional advan- 


tages”: 


Some degree of monopolistic advantage may be won by 
a particular group of practitioners in an unregistered pro- 
fession. In that it accrues, not to the registered since 
there is no register, but to the members of an association 
of practitioners, and it does so whenever the association 
succeeds In making membership as much a hall-mark of 
qualification as admission to the rcgister in a state-regu- 
lated profession (1933, p. 358). 


The extent to which a professional organization 
achieves an institutional monopoly depends on 
the existence of favourable circumstances such 
as a limited and wealthy clientele (as in the actu- 
arial profession ) or, the adoption and legal rec- 
ognition of an exclusive professional title which 
becomes equated in the consciousness of the 
clientele as a testimonial of superior qualifica- 
tions (as in the CA profession ). Such arguments 
had been advanced by tbe Scottish chartered 
societies during the 1880s and 1890s — their 
economic dominance was symptomatic of “CA” 
becoming established as a mark of exceptional 
professional proficiency and service compared 
with lesser accountants. 

Ihe critique of the chartered monopoly 
offered by the Scottish Institute and the Corpo- 
ration of Accountants, challenging the underly- 
ing objectives and behaviour of the chartered 
societies in defending their privileges, is most 
usefully analysed in terms of an alternative "crit- 


ical" approach to the study of professions. 


The critical approach examines the broader 
economic and political conditions necessary for 
the achievement of professional status. Success- 
ful professionalization is not dependent on 
societal recognition of the functional signifi- 
cance of the provision of necessary services but 
"upon recognition and acceptance of the claims 
of aspiring professionals by powerful others (e.g. 
agents of the state) and, in particular, their 
capacity to ‘responsibly’ and. ‘reliably’ regulate 
the quality of thelr valued services" (Willmott, 
1986, p. 538). 

The professional association is not instigated 
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to ensure the efficient and competent discharge 
of professional functions but is a means to the 
achievement of the collective social mobility of 
practitioners (Macdonald, 1984, 1987). Through 
the imposition of a series of closure practices 
motivated by self-interest, the organization as- 
serts, maintains and protects monopolistic con- 
trol of professional services (Parry and Parry, 
1977). Closure is achieved by the introduction 
of recruitment systems to restrict entry and by 
state recognition of the exclusive practice of a 
vocation or sanction of acquired restrictive 
privileges. It was one such means of attaining so- 
cial closure which formed the central focus of 
the challenge to the Scottish chartered accoun- 
tants — the adoption, exclusive usage and sub- 
sequent legal protection of the professional title 
— “CA”. 

Such a closure mechanism was recognized by 
Weber who noted the increasing use of creden- 
tials in the formation of privileged groups and in 
legitimating the socio-economic rewards de- 
rived from advantaged status (Gerth and Wright 
Mills, 1948, pp. 240—244). The institution of 
examinatory testing imputed valued to dip- 
lomas, restricted access to the certified elite and 
thus encouraged the continuation of the 
privileged stratum. According to Parkin, such 
credentialism — which he defines as “the in- 
flated use of educational certificates as a means 
of monitoring entry to key positions in the divi- 
sion of labour" (1979, p. 54) — comprises a par- 
ticularly effective exclusionary device “for pro- 
tecting the learned professions from the hazards 
of the market place” (p. 56; see also Larson, 
1977, pp. 239—240). 

Before investigating the defence of their 
privileges, the development and extent of the 
chartered accountants' monopoly is described. 


THE ADOPTION OF DISTINCTIVE 
PROFESSIONAL CREDENTIALS 


Most likely, it was in emulation of their close 
occupational associates, the legal profession 
(where notations such as WS-Writer to the Sig- 
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net — and SSC-Solicitor to the Supreme Courts 
— had long been used), that 35 members of the 
Society of Accountants in Edinburgh resolved on 
30 January 1855 "that members ofthe Society do 
assume the abbreviate letters ‘C.A.’ and attach 
the same to their names” (Interdict Case, Print of 
Documents, p. 3). Following its acquisition of a 
Royal Charter in 1855, members of the Glasgow 
Institute determined likewise, on 29 January 
1856, to designate themselves as chartered ac- 
countants and CAs. The Aberdeen Society, on re- 
ceiving its charter in 1867, conformed and an- 
nounced in the local press that its members 
would adopt the same professional title. 

Although use of the terms “chartered accoun- 
tant” and “CA” was reputedly immediate and uni- 
versal among members of the Glasgow and Aber- 
deen societies (Interdict Case, Proof, p. 47), 
there was some apparent initial reticence in 
Edinburgh. In the Edinburgh and Leith Post Of- 
fice Directory, 1856—7, 27 of the 68 members of 
the Society for whom an occupation is provided 
were not referred to as “CA” in any section of the 
directory. Archibald Borthwick, Donald Lindsay 
(senior partner of the then largest accountancy 
firm in Edinburgh) and James Brown (President 
of the Edinburgh Society 1853—1864) who com- 
prised “about the most leading professional ac- 
countants in Scotland at the time” (Interdict 
Case, Proof, p. 38), habitually continued to de- 
signate themselves as “accountant” or, the more 
ancient, “accomptant”, until their retirements 
during the 1860s. By 1892, however, the Presi- 
dent of the Edinburgh Society could assert that 
“as time went on, and the older men dropped off, 
the name became more generally used”, and that 
now “there is nobody in our society who shows 
a disposition to object to the letters ‘C.A. ” (In- 
terdict Case, Proof, p. 31). 

The distinctive professional designations 
adopted by the members of the three chartered 
societies were rapidly recognized among their 
clientele — the legal, commercial and manufac- 
turing communities. Charles B. Logan, Writer 
and Deputy Keeper of the Signet, confirmed, in 
1892, that the designation "CA" was well known: 


I have no doubt that my professional brethren, and per- 
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sons engaged in business generally, understand these let- 

.ters in the same way as I do, as designating members of 
the three bodies. I have to do with banks and insurance 
companies, as well as mercantile matters in connection 
with the management of estates, in all those branches of 
my business I find that “chartered accountant" and “C.A.” 
designate what I have described, and are understood by 
others in that way (Interdict Case, Proof, p. 16). 


In addition to the continuous usage of the pro- 
fessional titles, the members of the Scottish char- 
tered societies could also claim exclusive usage 
for 36 years until the Corporation of Accoun- 
tants, Ltd was formed in 1891. Previous in- 
stances of non-members poaching the designa- 
tions were rare and consisted mainly of mem- 
bers of the English and Welsh Chartered Insti- 
tute (incorporated in 1880), of whom there 
were 18 in Edinburgh, Glasgow and Aberdeen in 
1890, duplicating "chartered accountant" and in 
a few cases, affixing to their names "CA" rather 
than the conventional “ACA” or “FCA”.' 

The mere use of a peculiar professional cre- 
dential was, by itself, insufficient foundation 
upon which to gain market control. The prime 
source ofthe monopoly constructed by the Scot- 
tish chartered accountants was to increase the 
currency of the notations by ensuring their rec- 
ognition as a mark of professional and academic 
superiority over unorganized and unqualified 
accountants. Proponents of the chartered 
societies cause utilized a functionalist interpre- 
tation of the development of their monopoly. 
Whereas the letters CA “when orginally used, 
merely expressed the simple fact that the person 
using them was a Member of a Body or Society of 
Accountants Incorporated by Royal Charter" 
(Privy Council, 1890, Appendix, pp. 76—77), 
following the institution of increasingly sophisti- 
cated systems of professional education by the 
chartered societies, particularly from the 1870s 
(see Walker, 1988, ch. 4), they came to repre- 
sent an "appreciated guarantee to the public of 
professional efficiency and good standing and 
conduct" (Privy Council, 1890, Appendix, pp. 
76—77 ). 
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By thus retaining the exclusive and continu- 
ous use ofthe designation "CA" and by nurturing 
it as a hallmark of the provision of superior pro- 
fessional services for over 30 years, the Scottish 
chartered accountants succeeded in creating a 
status dichotomy between themselves and com- 
peting accountants. In evidence of this achieve- 
ment, a succession of senior lawyers and 
businessmen testified in 1892 to the high public 
esteem of those who could attach to their names 
“CA” and declared their preference for employ- 
ing CAs due to their unique professional status, 
thorough education, high character and respec- 
tability (Interdict Case, Proof, pp. 6—65 ). By con- 
trast, members of the Scottish Institute of Ac- 
countants who had been recently admitted as 
CAs, confessed to previously having lost 
appointments through not being entitled to the 
designation (pp. 57, 59). As Tbe Accountant was 
to state in 1893 “if numerical majority and pub- 
lic esteem go for anything — the terms 'Char- 
tered Accountants,’ and ‘the Accountancy Pro- 
fession’ are practically synonymous” (15 July, p. 
634). 

Not surprisingly, the CAs themselves were 
fully cognizant of the significance of their desig- 
nation in the competition for the provision of 
professional services. In 1892 Richard Brown, 
Secretary of the Edinburgh Society, was asked 
the rhetorical question: 


Have you found that the fact of a man being a member of 
one of three Chartered Societies and designating himself 
"C.A." helps to get business? (A.) No doubt of it. I know 
that in making appointments, not only in compctition 
with private employment but for auditorships or other 
quasi public offices, that is looked to (Interdict Case, 
Proof, p. 34). 


THE EXTENT OF THE CHARTERED 
MONOPOLY 


On the basis of their institutional advantages, 
the Scottish chartered accountants succeeded in 
creating a differentiated market in which they 
gained an almost complete monopoly of the 


"The most notable example was Thomas S. Lindsay, an original member of the ICAEW and chairman of the Edinburgh branch 
committee of the Scottish Institute of Accountants. He practised in Edinburgh and later in London. 
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most lucrative accountancy appointments while 
the unchartered and unorganized contested the 
less remunerative business. In 1884, the Edin- 
burgh Society claimed that “at least nine-tenths” 
of the whole business of accountants was, and 
had been for many years, conducted by CAs 
(Privy Council, 1890, Appendix, p. 95). In 1890 
the chartered societies jointly asserted that 9596 
ofthe important business outside the Courts was 
handled by their members and that the workload 
of non-CAs consisted mainly of minor sequestra- 
tions (Privy Council, Opponent's Case, p. 12). In 
1896, in opposition to a third application of the 
Scottish Institute of Accountants for a Royal 
Charter, the chartered societies presented the 
most comprehensive analysis of the registered 
business ofaccountants in Scotland for the previ- 
ous year. The statistics, which are summarized in 
Table 1, revealed the extent of concentration 
particularly in the increasingly voluminous and 
lucrative branch of auditing. 

The Scottish Institute of Accountants ob- 
jected that such analyses of registered business 
were misleading and unrepresentative due to 
the exclusion of smaller, private audits which, it 
claimed, constituted "the greater mass of ac- 
counting business by which the profession lives, 
and makes its money" (Privy Council, 1896, 
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Speeches, pp. 92—93). The evidence, however, 
proved the existence of a differentiated market 
for professional services and how the CAs were 
increasingly dominant at its upper most re- 
munerative end. 

Given this fact and the increasing intervention 
of the state in regulating the appointment of pub- 
lic auditors by the last third of the nincteenth 
century, it was vital, in order to increase their 
memberships and ensure organizational survi- 
val, that the sub-class of accountants in Scotland 
gain ashare ofthe superior workload. To achieve 
that objective they required equal privileged 
status by use ofthe professional designation that 
was the source ofthe chartered monopoly — the 
letters "CA". 


THE OBJECTIVE: CA ` 


That the principal aim of the Scottish Institute 
of Accountants and of the Corporation of Ac- 
countants was to acquire equal "CA" standing 
was to become abundantly clear from their con- 
tests with the chartered societies before the 
Privy Council and the Scottish Courts. In 1892, 
an ex-President of the Scottish Institute admit- 
ted that "To my mind, the chief object in apply- 


TABLE 1. Distribution of accountancy appointments in Scotland, 1895 


Nature of appointments (% ) 
Occupation of Public Judicial Estates Total 
appointee audits factories wound-up* 
Scottish CA 85.4 29.4 45.0 44.9 
SIA Member 4.0 2.8 10.7 5.2 
Accountant. 3.1 2.9 8.3 4.4 
Non-accountant 7:5 64.9 36.0 45.5 
N 483 1267 666 2416 
Capital value 
(where known Sm) . 227.5 0.3 5.8 233.6 
Percentage ofaccountants' business held by CAs 
Number 92.3 83.8 70.4 82.3 
Value 989 93.0 92.5 98.8 
Percentage of total business held by CAs = 
Number 85.4 29.4 45.0 44.9. 
Value 98.7 35.6 48.2 974 ` 


“Includes statistics for companies liquidated 1892—5 and cessios and sequestrations for the year ending 31 October 1895. 
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ing for a charter was to enable the other mem- 
bers seeking it, and myself to call ourselves char- 
tered accountants, and to use the initial letters 
‘C.A? ” (Interdict Case, Proof, p. 74). At the hear- 
ing concerning the Scottish Institute's applica- 
_tion fora charter in 1890, the chartered societies 
proposed to withdraw their opposition pro- 
vided that members of the new incorporated 
society used an alternative designation such as 
“PA” — Provincial Accountant — and were pro- 
hibited from using “chartered accountant” and 
“CA”. The Scottish Institute refused. Similarly, at 
the subsequent hearing before the Privy Council 
in 1896, counsel for the Scottish Institute of Ac- 
countants responded in the affirmative to the 
comment from a committee member that “The 
inference is that you are exceedingly anxious 
under any pretext to call yourselves Chartered 
Accountants; that is really the long and short of 
it” (Speeches, p. 51). 

The Corporation of Accountants, Ltd was un- 
ashamedly created and constituted to advance 
the mimetic objective of its members to desig- 
nate themselves as CAs — Corporate Accoun- 
tants — and thereby “identify themselves with 
the members of the corporations, and to share 
that amount of reputation and public confidence 
which the latter, in virtue of their membership, 
enjoy” (Cases Decided in the Court of Session, 
1892-3, p. 754). As The Scottish Accountant re- 
marked in 1894, “The ratson d’etre of this Soci- 
ety’s existence cannot be disguised or denied, 
was to appropriate to those who might join its 
membership any benefit which the use of the let- 
ters ‘C.A? might be supposed to confer” (April, p. 
182). 

It was feasible for the Scottish Institute and the 
Corporation to endeavour to attain equality of 
professional status due to the fact that the Scot- 
tish chartered societies had no codified legal 
foundation for their claim to exclusive usage of 
the term “chartered accountant” and its ab- 
breviate "CA". As a correspondent to Tbe Glas- 
gow Herald noted in 1892, it was the societies in 
Edinburgh, Glasgow and Aberdeen that received 
charters and not their members, hence, the ex- 
pression “CA” is an anomaly, as strictly speaking, 
no such individual exists” (Tbe Accountant, 13 
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February 1892, p. 141). Furthermore, whereas 
the charter of the English and Welsh Institute of 
1880 contained a provision for its members’ use 
of professional titles, the earlier Scottish charters 
did not and the names of their organizations 
were also devoid of the term “chartered accoun- 
tants”. Although the Edinburgh Society adhered 
to the tenuous assertion that “chartered accoun- 
tant” was recognized by Parliament in the Act of 
1887 establishing its annuity fund, a former Pres- 


` ident in 1892 admitted the following in Court: 


(Q) When did you get the exclusive privilege ofusing the 
name “chartered accountant" or the initials C.A.? (A.) We 
did not get it by Act of Parliament or by charter... . It was 
done by resolution of our own body. (Q.) You have no 
other title to it except that? (A.) No (Interdict Case, 
Proof, p. 28). 


In the absence of codification, the chartered 
societies were compelled to advance their right 
to sole use of the "CA" credentials on the conten- 
tious grounds of prior possession and continu- 
ous usage or “long use and wont” which invited 
legal verification. The claim to exclusive use was 
also contestable as the chartered societies had 
exhibited toleration of the adoption of "char- 
tered accountant" and "CA" by the members of 
successively incorporated organizations. The 
Edinburgh Society did not object to the Glasgow 
Institute assuming the designations in 1856, 
neither contested the resolution of the Aber- 
deen Society to do likewise 12 years later, and all 
three organizations failed to examine the legality 
of members of the English and Welsh Institute 
who practised in Scotland using the “chartered 
accountant" title (Interdict Case, Proof, pp. 2, 
13, 29—30, 47). The chartered societies justified 
their inactivity by claiming that each of these or- 
ganizations had received a charter thus entitling 
their members to the same designation. Why 
then, should aspiring organizations of Scottish 
accountants not attempt to gain incorporated 
status or adopt the "CA" credential in the expec- 
tation that their use would be similarly tolerated 
by the existing societies. Figure 1 outlines their 
determined attempts to acquire the "CA" title 
and thus break the chartered societies’ 
monopoly. . 


Year and disputant 


1884 
Scottish Institute 
of Accountants 


1886 
Scottish Institute 
of Accountants 


1889—1890 
Scottish Institute 
of Accountants 


1891 
Scottish Institute 
of Accountants 


1891—1893 
Corporation of 


Accountants, Ltd. 


1895—1896 
Scottish Institute 
of Accountants 
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Strategy and outcome 


Petition for a Royal Charter (first) which 
proposed that Institute members use the “CA” 
notation. Opposed by the chartered societies 
and rejected without a hearing before the 
Privy Council following the submission of a 
report by the Lord Advocate (John B. Balfour). 


Sought consensus with the CA societies for a 
joint application to incorporate a united 
Scottish profession. The chartered societies 
refused to co-operate. 


Petition for a Royal Charter (second) as 

“The Incorporated Society of Accountants in 
Scotland". The petition was opposed by the 
CAs and rejected by the Privy Council 
following a three day hearing. 


Application for Incorporation under The 
Companies Act, 1867 as “The Incorporated 
Society of Accountants in Scotland". The CA 
societies lodged a successful objection on 
the grounds that the title implied 
representativeness of the whole profession in 
Scotland. 


incorporation under the Companies Acts with 
articles containing a provision that members 
designate themselves “Corporate 
Accountant” or “any initial or abbreviation 
thereof". The CA societies raised an action in 
February 1892 indicting the Corporation from 
using the "CA" notation which was granted by 
Lord Kyllachy in the Court of Session in 
January 1893 and upheld on appeal in May. 
The Corporation's use of "CA" was 
considered an invasion of the Royal Charters 
andthe appropriation ofthe status and 
pecuniary benefits by individuals notbound 
by the charters constituted a legal wrong. 
(Cases Decided in the Court of Session, 
1892-3, pp. 750—759; The Scottish Law 
Reporter, 1892—1893, pp. 667—684; The Scots 
Law Times, 3 June 1893, pp. 41—42). 


Petition for a Royal Charter (third) as "The 


Scottish Provincial Institute of Accountants" 
craving use ofthe designation CPIA (Chartered 
Provincial Institute of Accountants). The 
chartered societies attempted to override this 
potentially successful petition by presenting 
The Accountants (Scotland) Bill to Parliament 
in March 1896 which proposed that only 
existing CAs could use that designation in the 
future. The petition was also opposed and 
rejected following a Privy Council hearing in 
May 1896. The Bill was consequently with- 


(Fig. 1. continued on next page) 
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drawn in July (The Scottish Accountant, July 
1896, p. 103). 


1896-1898 
Scottish Institute 
of Accountants 


Incorporation via Accountants (No. 2) Bill 
introduced in July 1896 and 1897-1898: 
session. The chartered societies responded by 


re-introducing the opposing Accountants 
(Scotland) Bill. Both bills were withdrawn or 
obstructed before a second reading. 


1900—1903 
Corporation of 
Accountants, Ltd. 


Company resolution to adoptthe designation 
"MCA" in November 1900. The Corporation 
sought a declarator from the Court of Session 


to confirm their entitlement to use "MCA" and 
preventthe CAs object *to crush the 
Corporation out of existence" (The 
Accountants' Magazine, January 1903, p. 46). 
Lord Kincairney adjudicated in November 
1903that "MCA" infringed the decision in the 
1893 "CA case" (The Accountant, 1903, pp. 
143-145, 1433—1448, 1475-1476; The Scots 
Law Times, 28 November 1903, pp. 424—426). 


1905 
Corporation of 
Accountants, Ltd. 


Company resolution to adopt the designation 
"FCRA" (Fellow ofthe Corporate Registered 
Accountants). The CA societies offered no 


formal objection (Corporation of Accountants, 
Ltd, 2230/22, p. 14). 


Fig. 1. Chronological listing of challenges to the chartered monopoly. 


The "MCA case" was final confirmation that the 
chartered societies had gained legal protection 
for their exclusive use of the professional cre- 
dential that underpinned and represented 
monopoly. On the strength of the Scottish deci- 
sions of 1893 and 1903, cases were brought 
before the English courts in 1906—1907 the out- 
come of which provided legal protection for the 
designations of English and Welsh chartered and 
incorporated accountants (see Stacey, 1954, pp. 
75, 77—78, 84; Tbe Accountant, 1906—1907; The 
Incorporated Accountants’ Journal, 1906— 
1907). 

The major threats to the Scottish CA’s 
privileges were the applications of the Scottish 
Institute of Accountants for a Royal Charter and 
the litigation that emanated from the activities of 
the Corporation of Accountants. 

At the public proceedings where the econ- 
omic domination of the CAs was placed on trial, 
the Scottish Institute and the Corporation 
argued that the chartered monopoly con- 


tradicted several strands of prevailing socio- 
political philosophy and adopted a “critical” in- 
terpretation of the CAs’ privileges — revealing 
the motives of the chartered societies as essen- 
tially self interested. The CAs successfully repel- 
led their opponent’s case by constructing a more 
alluring defence based upon a functionalist per- 
spective of the role and characteristics of the 
professions in the nineteenth century context. 


THE FUNCTIONALIST DEFENCE OF 
PROFESSIONAL MONOPOLY 


Monopoly vs the public interest 

The Scottish CAs were compelled to justify 
the existence of their monopoly, which com- 
prised: a contradiction to free market liberalism 
(see Berlant, 1975, pp. 145—167), on the basis of 
the potentially deleterious consequences that 
would result from market control. According to 
James Martin (1844—1935) (see Tbe Corporate 
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Accountants’ Year Book, 1936, pp. 504—506), 
the founder and Secretary of the Corporation of 
Accountants, the opposition of the chartered 
societies to the demands of the aspiring organi- 
zations of Scottish accountants were a selfish 
design to “protect and extend their own 
monopoly” (The Accountant, 8 July 1893, p. 
631), to destroy their competitors and “secure 
all professional business for themselves” (1908, 
p. 8). Martin claimed that their dominance in the 
supply of accountancy services inevitably re- 
sulted in CAs imposing exhorbitant fees on an 
apathetic public and that this, together with a 
host of other consequential malpractices, consti- 
tuted “the systematic robbery and plunder of the 
public” (1896a, p. 23). Similarly, at the hearing 
before the Privy Council on the Scottish Insti- 
tute’s 1889 application for a charter, the opposi- 
tion of the chartered societies was described as 
“purely professional opposition, prompted by 
professional exclusiveness and a desire to main- 
tain for themselves that monopoly which they 
have up to the present enjoyed” (Speeches, 
1890, p. 90). 

In an unapologetic defence of their monopoly, 
the chartered societies assumed a functionalist 
retort and appealed to higher service orientated 
values. They denied that their three organi- 
zations positively strived for economic domina- 
tion and asserted that their monopoly was, in 
fact, the outcome of free competition between 
individual CAs and other accountants. The ac- 
countants begin, claimed counsel for the char- 
tered societies in 1890, with a “perfectly fair 
field; the business is open to one as to other”. 
Yet, on the basis of over 30 years of “public ex- 
perience and public comparison”, CAs had re- 
ceived the bulk of appointments (Privy Council, 
Speeches, pp. 77-78). The monopoly was a 
monopoly *in the sense that to a very large ex- 
tent the public themselves, whose interests I am 
now speaking of, have selected the members of 
the Chartered Societies as against gentlemen, 
particularly the members of the Scottish Insti- 
tute" (p. 62). Monopoly was the CAs' reward for 
the efficient discharge of accountancy services 
to the community. 

The chartered monopoly and its maintenance 
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were absolved on the grounds that it was the 
public — the protection of whose interests was 
the paramount consideration — who had freely 
determined to employ CAs rather than other ac- 
countants. Dismantling the monopoly would 
thus constitute an interference with the public 
will, with the process of public selection and 
would not be conducive to the efficient dis- 
charge of professional services which the public 
considered were most competently performed 
by CAs. 

The chartered societies were also to succeed 
in demonstrating that the removal of the source 
of their market control — the exclusive use of 
the *CA" initials — would render great harm to 
the public. 


Professional vs non-professtonal 


In order to gain a Royal Charter or right to use 
the CA notation, the Scottish Institute of Ac- 
countants and the Corporation of Accountants 
were confronted with the major problem of pro- 
ving that their memberships deserved equality of 
status with the CAs — that their success and the 
creation of a national chartered profession 
would not result in the existence of two classes 
of CAs in Scotland. Essentially, the aspiring or- 
ganizations were required to demonstrate that 
they were professionals and to achieve this they 
attempted to display the acquisition of profes- 
sional characteristics by their organization and 
memberships. The exploitation of a status 
dichotomy between themselves and their com- 
petitors constituted the chartered societies' 
most potent weapon in favour of maintaining 
their monopoly and was one which they utilized 
to maximum advantage at each contest with the 
opposition. 

Under the conditions of professional status 
determination prevalent during . the late 
nineteenth century, the paramount professional 
trait was the acquisition of a professional respec- 
tability which derived from the provision of ex- 
pert service on the basis of tested esoteric 
knowledge. As Perkin has stated, this was the jus- 
tification for the professions’ receipt of state 
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conferred privileges such as incorporation 
(1969, p. 259). Entry to the professions was in- 
creasingly based upon proven abilities and ex- 
pertise, attributes which were tested by exami- 
nations. The existence of comprehensive writ- 
ten tests of knowledge came to validate organi- 
zational claims to professional status and au- 
tonomous control over practice (see Hoskin & 
Macve, 1986, pp. 132-133). As Reader (1966) 
has explained: 


Between 1855 and 1875 the old official world of patron- 
age, purchase, nepotism, and interest was turned upside 
down. . . . Examinations, both qualifying and competitive, 
came into the centre of the stage for the classes which 
looked for a living either to the public service or to the 
open professions (1966, p. 98; see also Elliott, 1972, pp. 
43—52). 


To prove their professional status, the Scottish 
Institute and the Corporation were required to 
demonstrate that their organizations provided 
for the recruitment and training of a respectable 
group of learned practitioners. The competing 
societies set about this task in three ways. Firstly, 
they sought to establish a social cognizance sup- 
portive of their claim to respectability by for- 
mulating, for public consumption, expressions 
of their laudable objectives and self-satisfying 
descriptions of the honourable and competent 
practitioners who comprised their member- 
ships. Secondly, they sought status by associa- 
tion — by pursuing the corroboration of those in 
existing respectable occupations. For instance, 
in 1889 the Scottish Institute backed its applica- 
tion for a Royal Charter with a public petition 
signed by 3,228 senior individuals “engaged in 
professional, commercial and mercantile enter- 
prise” (Privy Council, Petitioner’s Case, p. 2) and 
in 1896 submitted a petition containing the 
names of nearly 5,700 men of influence in Scot- 
land. Thirdly, the Scottish Institute at least, 
sought pedagogical legitimation by attempting 
to emulate the esteemed systems of professional 
education instituted by the chartered societies 
and thus illustrate that it too had attempted to 
codify and institutionalize accounting know- 
ledge and participated in its control and distribu- 
tion. In October 1892, for example, the Institute 
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introduced a revised structure of examination 
and training which it considered “not inferior to 
that of any other Society or Institute in the King- 
dom" (Tbe Scottisb Accountant, October 1892, 
p. 50). 

Despite such efforts, throughout the formal 
proceedings of the 1880s and 1890s, the char- 
tered societies advocated the existence of a 
great divide in professional status between their 
memberships and those of the competing 
societies. In 1889, for example, the CAs argued, 
with reference to the Scottish Institute, that 
“neither in numbers, nor in professional estima- 
tion or standing, are they entitled to place them- 
selves on a par with the three bodies of Char- 
tered Accountants in Scotland" (Privy Council, 
Opponent’s Case, p. 71). 

The chartered societies also presented de- 
rogatory evidence to illustrate that their com- 
petitors were not professionals but were en- 
gaged principally in commerical occupations — 
pursuits which were accorded a lower status in 
Victorian society (due to moral judgements de- 
riding the egoistic profit-making orientation of 
businessmen compared with the adherence to 
the public service ideal and autonomy of the 
professional) (see Dennis and Skilton, 1987, pp. 
70—71; Walker, 1988, pp. 58—64). By contrast to 
the high proportion of CAs in practice as “pure” 
and independent accountants, the majority of 
members of the Scottish Institute were also pub- 
lic officials, house factors, valuators, insurance 
agents or mercantile clerks. In 1889 an investiga- 
tion of local directories by the chartered 
societies revealed that the true occupational dis- 
tribution of the members of the Scottish Insti- 
tute was as shown in Table 2. 

Whereas only 34.496 of members of the Scot- 
tish Institute were occupied solely as accoun- 
tants or accountant’s clerks, tbe Institute's own 
analysis revealed that 83.8% of CAs in Edinburgh 
were either in practice or clerks to CAs as were 
67.7% of CAs in Glasgow (a large proportion of 
the residual were stockbrokers ). Similarly, in the 
“CA case” counsel for the chartered societies 
called witnesses who revealed that several cor- 
porate accountants also did not practice as ac- 
countants: among their members were house 
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TABLE 2. Occupations of 151 members of the Scottish Institute of Accountants in 1889 


Occupation 


Accountant/accountant’s clerk only 


N 


52 


Occupied solely or in combination with accountancy as: 


House or property agent/factor 


Assurance/insurance agent, secretary of manager 


Stock or share broker 

Clerk or cashier (non-accountants ) 
Solicitor/solicitor's cierk 

Bank employee 


Company/association secretary of manager 


Town or city chamberiain 

Railway company employee 

Collector of poor rates 

Official in stamp and tax office 

Law stationer 

Commission agent 

Merchant and insurance agent 

Sanitary and ventilating engineer 
No description 


Total 


factors in Glasgow and a coal importer in Strom- 
ness (Interdict Case, Proof, p. 57). In the “MCA 
case”, the chartered societies claimed that the 
“great majority” of corporate accountants in 
Scotland “do almost no real accountancy busi- 
ness, but are primarily estate agents, insurance 
agents, or the like” (The Accountant, 24 January, 
1903, p. 145). Such “accountants”, claimed the 
chartered societies, were not comparable in oc- 
cupation and standing with their own members 
who predominantly practised the profession of 
accountant.” It was iniquitous and against the 
public interest that the sub-class of quasi-ac- 
countants should be accorded “a status which 
has been hitherto applied to pure Accountants” 
(Privy Council, 1890, Speeches, p. 52). 

In addition to labelling their opponents as 
non-professional due to the commercial orienta- 
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tion of their clientele and employee status, the 
chartered societies also accused them of inferior 
ability. This defect was deemed a consequence 
of the Scottish Institute and Corporation's non 
or partial institutionalization of the structures 
required for imparting and testing the acquisi- 
tion of the knowledge considered by the CAs as 
necessary for the practice of the profession.’ By 
the year of the formation of the Scottish Insti- 
tute, the Edinburgh, Glasgow and Aberdeen CA 
societies were in the advantageous position of 
having constructed and refined systems of pro- 
fessional education which, although separate, 
each had the “same object, viz., the exaction and 
maintenance within the societies of a high stand- 
ard of education, conduct and professional 
Capacity” (Cases Decided in the Court of Ses- 
sion, 1892-3, p. 752). By 1880 the three char- 


*The ICAEW advanced an identical argument in opposition to the attempts of the Institute of Cost and Works Accountants 


to gain a Royal Charter in 1922 (see Parker, p. 42). 


*What constituted the practice of the profession in Scotland (and consequently, the subject disciplines tested in CA 
examinations ) was self-defined by the chartered societies. In 1892, the President of the Edinburgh Society from 1889 to 1892 
considered that: “the work done by an accountant consists of acting as trustee on bankrupt estates, dealing with remits from 
the courts in regard to accountings, acting as judicial factor, or factor Joco tutoris or curator bonis, dealing with actuarial 
business to some extent, investigating the accounts of commerical concerns, . . . auditing the funds of public companies and 
private undertakings, and similar business, and also explaining how accounts ought to be kept generally. What I have 
described seems to me to cover what is usually regarded as the business of an accountant" (Interdict Case, Proof, p. 26). 
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tered societies had uniquely institutionalized a 
process for the transmission of the mysteries of 
“pure” accounting knowledge required for the 
provision of specialized professional services. 
They had well-established regulations regarding 
a four or five year formal apprenticeship, com- 
pulsory attendance at university law classes and 
entrance based upon a series of written and oral 
examinations. As stated earlier, in 1893 the 
structure of professional education was 
strengthened by the introduction of uniform 
arrangements for the three societies under the 
auspices of a General Examinaing Board (see 
Brown, 1905, pp. 211—212; Walker, 1988, pp. 
330—336) which comprised an attempt to emu- 
late the medical and legal professions by placing 
vocational education under the supervision of a 
regulatory council (The Accountant's 
Magazine, August 1919, p. 405). 

By contrast to their own sophisticated exami- 
nations, the chartered societies asserted that 
those of the Scottish Institute of Accountants 
were mediocre and produced accountants of 
lesser aptitude, consequently, their members 
did not deserve equal chartered standing. In 
1889, for example, it was alleged that: 


It is well known that the papers set at the Institute’s 
examinations are much simpler than those at the exami- 
nations of the Chartered Societies; and it is believed that 
the percentage exacted is lower. It is further worthy of 
note that, since the formation of the the Institute in 1880, 
only two sets of papers had been used. It is obvious that, 
in some at least of the subjects, such a practice is clearly 
unjustifiable and improper (Privy Council, Opponent’s 
Case, p. 32). 


Even following the introduction of an improved 
examination system in 1892 modelled on that of 
the chartered societies, the CAs continued to de- 
nigrate the intellectual foundation of the qualifi- 
cations acquired by Scottish Institute members. 
At the 1896 hearing before the Privy Council, 
the Institute's members were described as hav- 
ing been admitted without examination or of 
having passed an examination "of a merely per- 
functory character" (Privy Council, 1896, Oppo- 
nent's Case, p. 8). 

The disparity in professional status and qualifi- 
cations between the CAs and other accountants 
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was most apparent in the contest with the corpo- 
rate accountants in 1892-1893. The Corpora- 
tion’s lenient and ingenuous recruitment regula- 
tions induced The Accountant to comment in 
1891 that entry was “thrown open to persons 
who are distinctly not public accountants in any 
sense of the term” (5 December 1891, p. 846). 
Following a relaxation of admission regulations, 
The Scottish Accountant in 1894 declared that 
“The Corporation invites all and sundry, without 
reference to qualification to join its member- 
ship” (April 1894, p. 182). 

Consequently, when proof was allowed in the 
“CA case” in December 1892, the senior office 
bearers of the chartered societies, supported by 
a succession of eminent lawyers and 
businessmen as witnesses, affirmed that CAs 
were recognized as erudite professionals. By 
contrast, the chief protagonists of the corporate 
accountants — James Martin and James L. Addie 
— and the accountant witnesses who testified 
on their behalf, were easily discredited as unin- 
structed practitioners (Interdict Case, Proof, pp. 
66-90). Martin admitted that the Corporation 
had failed to institute arrangements for profes- 
sional examinations and also that he had re- 
ceived no formal training as an accountant — his 
practical experience was gained as an employee 
for 18 years with the City of Glasgow Bank, ad- 
vancing from office boy to branch agent. Addie 
disclosed that he had been a solicitor's appren- 
tice but had failed the law examinations and was 
subsequently an estate agents clerk, accoun- 
tant’s cashier and, partner in a firm of writers 
before commencing business as an accountant 
in Glasgow (Interdict Case, Proof, pp. 83—90). 
The Corporation of Accountants, Ltd was not to 
introduce examinatory entrance until 1899, 
consequently, by the "MCA case" in 1903, the 
chartered societies could assert that many cor- 
porate accountants, in not having served appren- 
ticeships and not having passed any examina- 
tions, "are not properly qualified accountants" 
and that the examinations that were introduced 
were inferior "and form no satisfactory test that 
thé person passing them is a properly qualified 
accountant” (Tbe Accountant, 24 January, 1903, 
p. 145). 


THE DEFENCE OF PROFESSIONAL MONOPOLY 


On the basis of such evidence, the chartered 
societies contended that so great was the 
divergence in the standard of professional edu- 
cation received by CAs and non-CAs, that to per- 
mit the lesser qualified to gain use of the identi- 
cal CA notation would induce a host of deleteri- 
ous consequences. The general standard of at- 
tainment among accountants would be lowered 
and efficiency thereby reduced, the public 
would be confused and damaged if they errone- 
ously employed “CAs” who had not received in- 
struction under the regulations of the three es- 
tablished societies and overall, the impact would 
be to “bring down the character of the profes- 
sion and of the name C.A.” (Interdict Case, Proof, 


p. 27). 


Exclusion and privilege vs guarantee of 
competence and efficiency 

Although the chartered societies could justifi- 
ably claim to be the single adherents in Scotland 
to the professional ideal of preparing academi- 
cally certified accountants, their recruitment 
regulations also seemingly contradicted prevail- 
ing social philosophy in not being objectively 
meritocratic and universalistic. The Victorian 
recipe for social advancement was self-help — 
individual industry and perseverance would sec- 
ure a degree of upward mobility (see Altick, 
1973, pp. 255—258). Implicit in the new positive 
social liberalism of the late nineteenth century 
was the supplemental principle that state inter- 
vention was tolerable when designed to remove 
institutional hindrances and material disabilities 
to individual improvement (sec Fraser, 1973; 
Thane, 1982). The aspiring organizations of 
Scottish accountants employed these increas- 


ingly potent aspects of democratic ideology to. 


reveal that entry to the chartered societies was 
conditional upon the ability to surmount 
exclusionary barriers rather than on individual 
merit. The Scottish Accountant declared with 
reference to the chartered societies that: 


Obstacles of an insurmountable kind bar the entrance to 
these societies of the young man of limited means, how- 
ever keen of intellect, and this is altogether at variance 
with the spirit of the times. ... The whole tendency of 
modern legislation is in the direction of liberalizing our 
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institutions, breaking down monopolies and privileges, 
and making the highest position in every walk of life ac- 
cessible to the humblest subject who by individual merit 
shows himself qualified to efficiently discharge his duties 
(January 1894, p. 181). 


The alleged obstacles were threefold. First, the 
imposition of apprenticeship and entrance fees 
by the chartered societies ensured that entry to 
“their ranks are closed to any but the sons of the 
wealthier classes” (Privy Council, 1890, Appen- 
dix; p. 16). Although an apprenticeship under 
the rules of the Glasgow Institute did not require 
a fee, the Edinburgh society charged 100 guineas 
and the Aberdeen society imposed an indenture 
fee of 25 guineas. Admission to the chartered 
societies on qualification cost 50, 100 and 40 
guineas, respectively. Second, only those for- 
mally apprenticed to a CA were eligible to sit the 
examinations of the chartered societies and 
qualify as members. Third, the localized organza- 
tion of the chartered societies in Edinburgh, 
Glasgow and Aberdeen and their requirement of 
university attendance effectively closed the 
chartered profession to sons from the provinces. 
Essentially, the grievance propounded was not 
only had the chartered societies privately 
monopolized the distribution of the accounting 
knowledge required for professional practice by 
institutionalizing and codifying the means of its 
transmission (and thereby closing access to all 
but their own recruits), but that they also pre- 
vented the acquisition of that knowledge by 
many potential practitioners through self-impos- 
ing artifical barriers to entering their systems of 
vocational preparation. Consequently, recruit- 
ment was unfairly selective according to indi- 
vidual socio-geographical circumstances. 

By contrast to the exclusionary recruitment 
regulations of the chartered societies, the Scot- 
tish Institute proposed entry purely on the basis 
of meritorious attributes, to “open up the profes- 
sion in Scotland to well educated and deserving 
men all over the country” (Privy Council, 1890, 
Petitioner’s Case, p. 16). The Institute set admis- 
sion fees at 10 guineas (equal to the ICAEW — 
the Corporation of Accountants imposed entry 
fees of 10 guineas in 1891 and one guinea from 
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June 1893) and envisaged that in the event of in- 
corporation, facilities for vocational training in 
the provincial towns would be established. 

The chartered societies strenuously denied 
the charge of social exclusivity and again ad- 
vanced 4 functionalist defence. The imposition 
of barriers to recruitment was unavoidable if the 
overriding altruistic consideration of ensuring 
that only qualified, learned and reputable profes- 
sionals supply accountancy services to the pub- 
lic was to be maintained. Entry regulations “are 
exclusive in the sense of insisting on special 
qualifications as a condition of membership, and 
in the sense of excluding incompetent persons 
from their ranks” (Privy Council, 1896, Oppo- 
nent’s Petition, p. 8). The doors of the chartered 
societies were open to those with the necessary 
attainments. As Thomas G. Dickson, President of 
the Edinburgh Society declared in 1892: 


We are willing according to our rules to admit any person 
into our Society of good character, who complies with 
the course of training and the requirements and qualifica- 
tions of the Society. We do not exclude persons other- 
wise, who satisfy what we regard as essential to the 


proper practice of the business (Interdict Case, Proof, pp. 
30-31). 


As evidence of their commitment to unlimited 
recruitment of the qualified, the chartered 
societies revealed their rapidly expanding mem- 
berships (see Table 4). 

The specific accusations of fostering exclu- 
sion due to the imposition of high fees was 
answered by the chartered societies in a manner 
designed to highlight their more distinguished 
and professional standing. It was argued that 
entry to “any of the learned professions cannot 
be obtained free of expense” (Privy Council, 
1896, Brief, p. 3) and besides, costs were low in 
comparison with other branches of the estab- 
lished legal profession. During the 1890s en- 
trants to the Scottish Bar paid over £350 and in- 
denture and entrance fees for potential Writers 
to the Signet amounted to just under £485 (see 
The Parliament House Book, 1892—3, pp. 2—6). 

The denunciation of the chartered socicties' 
recruitment regulations on the grounds that 
they excluded aspiring accountants resident in 
the provinces was countered in similar terms: 
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it is for the benefit of the profession and the public that 
Accountants in Scotland should receive their education 
and training in the University towns, where the grcat bulk 
of the legal and general business of the country is con- 
ducted, and where the education and training are more 
varied and efficient than in small provincial towns (Privy 


Council, 1890, Appendix, p. 73). 


A national vs a local profession 

One of the most pursuasive arguments ad- 
vanced by the competing organizations in favour 
of breaking the chartered monopoly and one 
which was particularly exploited by the Scottish 
Institute was based on the atypical structure of 
the chartered profession north of the border. 
Whereas the English and Welsh, and Irish Insti- 
tutes were incorporated as national organiza- 
tions, the three societies in Scotland individually 
received local charters (see Parker, 1986, pp. 
14-15) and subsequently progressed within 
their respective municipalities as essentially 
separate institutions (until threatened by the 
Scottish Institute). This idiosyncrasy permitted 
the Scottish Institute to assert itself as the custo- 
dian and representative of the interests of the 
national profession in Scotland and to claim 
that the three chartered societies had proved in- 
sufficient agencies for the supply of practitioners 
in all districts of the country. In 1889, the Insti- 
tute declared that the raison d'être of its forma- 
tion was to complete the organization of accoun- 
tants in Scotland as the existing chartered 
societies "are strictly local in character, and can 
only be regarded as professional organizations 
for the three cities — Edinburgh, Glasgow and 
Aberdeen to which they respectively relate" 
(Privy Council, 1890, Petitioner’s Case, p. 1). 
James Martin of the Corporation of Accountants 
declared also that his organization had been es- 
tablished for the same laudable objective "to get 
the whole accountants in Scotland into one body 
.. . It would be for the advantage of accountants 
in Scotland, if instead of being split up into small 
Societies, they were associated together into 
one general body; and that would also be for the 
advantage of the public" (Interdict Case, Proof, 
p. 88). By equalizing the status between CAs and 
organized non-CAs, it was envisaged that a 
national, amalgamated society of Scottish char- 
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tered accountants would ultimately result to 
supply the requirements of the whole nation. 

The competing organizations claimed that ob- 
jectionable consequences emanated from the 
localized structure of the Scottish chartered pro- 
fession: accountants in urban centres with a sig- 
nificant industrial or commercial infrastructure 
such as Paisley, Greenock and Dundee were un- 
organized; and the city based organization was 
conducive to the creation of artificial scarcity in 
the supply of locally trained provincial accoun- 
tants. 

As evidence of the localization of the char- 
tered societies compared with its own national 
status, the Scottish Institute revealed in 1896, for 
example, that in Scotland “the practising mem- 
bers of the Chartered Societies are confined to 7 
towns, leaving 26 burghs in which the Institute 
alone is represented” (Privy Council, 
Petitioner’s Case, p. 6). Members of the Scottish 
Institute, it was asserted, were dispersed over 
the whole country. To emphasize its national 
composition and objective of uniting provincial 
accountants, the Scottish Institute launched The 
Scottish Accountant in 1892 — the first accoun- 
tancy journal in Scotland, the declared intention 
of which was to advance “the interests of the Ac- 
countancy profession throughout Scotland,” and 
to furnish “a medium of communication be- 
tween members of the Scottish Institute of Ac- 
countants who are to be found practising in al- 
most all the principal towns” (April 1892, p. 10). 

The Scottish Institute supported its claim for 
incorporation on the foundation of its national- 
ity by stressing two factors. The Institute refer- 
red firstly to precedent. The local organization 
of the chartered societies in Scotland was 
anomalous — in 1880 the English and Welsh In- 
stitute received a national charter as did the Irish 
Institute in 1888 — why should not the Scottish 
Institute, which "has had a standing since 1880 
coeval with the English Chartered Institute" 
(Tbe Scottisb Accountant, January 1893, p. 97) 
be likewise incorporated? The proposed char- 
ters of the Scottish Institute were constructed 
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closely on the model of the successful ICAEW 
charter with the added intention to "fill up the 
blanks in Scotland caused by the three old char- 
ters being purely local. . . bringing it to an equal- 
ity with that obtained for England and Ireland 
under their general charters” (Tbe Scottish Ac- 
countant, July 1895, pp. 21—22). 

Secondly, the Scottish Institute asserted that 
the volume of accountancy business outwith the 
cities was increasing and it was in the public in- 
terest that this should be conducted by prac- 
titioners of recognized (incorporated ) status. In 
January 1893 The Scottish Accountant declared: 


The day is long past when a monopoly of accounting busi- 
ness could be kept in the metropolis. Commerce has de- 
manded in every centre of industry the professional ser- 
vices of accountants. Each year brings further develop- 
ment in their work, and legislation is constantly increas- 
ing the need for accountants in remote places (p. 64). 


The Scottish Institute drew particular attention 
to a number of statutes during the 1880s and 
1890s permitting the appointment of judicial 
factors by Sheriff (local) Courts and the audit “by 
fit persons” of county, burgh and parish councils 
which expanded the workload of accountants 
outside the major cities. In 1896 the Institute 
declared, for example, that 13 of its members 
resident in eight different towns had received 
parish council auditorships whereas 42 of the 6 
auditorships awarded to CAs were conferred 
upon practitioners in the three cities. 

The chartered societies refuted the nationalist 
pretensions of their competitors by revealing 
that the allegedly extensive geographical diffu- 
sion of their memberships was fictitious. At the 
1896 application of the Scottish Institute for in- 
corporation, the chartered societies showed 
that a large majority of Institute members prac- 
tised not in the provinces but in the city bases in 
which they were themselves numerically do- 
minant. Information on the respective geograph- 
ical distribution of members is given in Table 3. 

The CAs observed further, regarding the Insti- 
tute’s claim to represent the national profession 


“These were the Judicial Factors (Scotland) Acts, 1880 and 1889; Local Government (Scotland) Acts, 1889 and 1894, and the 


Burgh Police (Scotland) Act, 1894. 
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TABLE 3. Geographical distribution of CAs and members of the Scottish Institute of Accountants in 1896 (96 ) 


Location 


Edinburgh, Glasgow and Aberdeen 
Rest ofScotland 
England and Ireland 

Abroad 


Total 
N 


and its ability to fill the deficiencies in the supply 
of competent accountants in the provinces, that 
“out of 110 towns in Scotland having a popula- 
tion of over 3000, the Scottish Institute has 
Members in only 23” (Privy Council, 1896, 
Opponent’s Case, p. 21), that most Institute 
members outside the cities practised in small 
towns which were in close proximity to the 
principal centres of population and of 427 non- 
CA accountants in Scotland, only 123 were 
members of the Scottish Institute. Statistics such 
as those presented in Table 3 also reveal that far 
from being purely local, the chartered societies 
were positively international: 


There is nothing local about these Societies. There are 
Members only too glad to go wherever business is to be 
found. In the Edinburgh Soctety there is an immense 
number of young men. If they do not find scope for carry- 
ing on their business in Edinburgh or Glasgow, they go to 


England or to the Colonies, and if they do not go to coun-- 


try places in Scotland, it is simply because they do not 
think there is work for them (Privy Council, 1890, 
Speeches, p. 8). 


Not surprisingly, the chartered societies 
claimed, on the basis of constituting the original 
and solitary organizations of accountants in Scot- 
land from 1853 to 1880 and containing the most 
eminent practitioners, tbat they were the au- 
thentic representatives of the profession in Scot- 
land. The Edinburgh Society provided accoun- 
tants for the east of Scotland, the Glasgow Insti- 
tute served the west and the Aberdeen Society 
supplied accountancy services in the north. 

-In explicating their concentration in the 
cities, the chartered societies contended that 
their highly qualified memberships of indepen- 
dent professionals found limited scope for the 
practice of ‘pure’ accountancy in the provinces: 


CA SIA 
75.0 61.5 
5.3 34.8 
13.9 2 
5.8 1.5 
100.0 100.0 
585 135 


"the profession of an accountant does not in real- 
ity exist as a distinct profession in the provincial 
towns in Scotland, other than in the five or six 
largest" (Privy Council, 1890, Opponent's Case, 
p. 45). Practitioners outside the major urban 
centres necessarily combined accountancy with 
an additional "business" occupation and were, 
by implication, of less than professional status. 
Hence, in defending the structure of the Scottish 
profession, the local societies explained that: 


The system of separate Societies with separate charters 
had been deliberately preferred to the English system of 
one National Society. Each system has its advantages; but 
the circumstances in Scotland, where substantially the 
whole business o£ accounting proper is done at the great 
centres, seemed to render the system of separate 
Societies most expedient (Privy Council, 1890, Oppo- 
nent's Case, p. 27). 


Self interest vs identity of professional and 
public interests 

Given that altruism was accorded primacy 
over the pursuit of profit in the professional ideal 
(Duman, 1979, pp. 124—129), it was inevitable 
that the opposition of the chartered societies to 
the demands of the competing ofganization’s 
aspirations for equality of status would be al- 
leged to be an attempt to preserve narrow selfish 
monetary interests. Indeed, in the “CA case” it 
was incumbent on the CAs to testify that the ac- 
tivities of the Corporation of Accountants would 
cause patrimonial and pecuniary loss to the 
societies and their memberships. 

The chartered societies argued that in the 
event of the Scottish Institute receiving a charter 
or the Corporation gaining sanction to use the 
“CA” notation and, the consequent breakdown 
of the distinctions between them, their organiza- 
tions would suffer a decline in recruitment and 
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membership. The President of the Glasgow Insti- 
tute declared, in 1892, that the exclusive acquis- 
ition of “CA” constituted “a substantial element 
in inducing young men to join our body” and pay 
the necessary entrance fees (Interdict Case, 
Proof, p. 41). Individual CAs would also suffer 
loss through an abstraction of business should 
members of the Scottish Institute and Corpora- 
tion acquire the "CA" or "chartered accountant" 
title due to a consequent influx of competitors 
trading under previously restricted professional 
designations. 

In admitting that their exclusive use of the 
"CA" designation constituted "a professional 
mark of high pecuniary value" (Interdict Case, 
Condescendence for Pursuers, 2), the chartered 
societies provided valuable ammunition to their 
opponents such as James Martin: 


it is a strange commentary upon the whole of the claims 
put forward by the chartered societies to prove their 
superiority over other accountants that the only one 
which has a vestige of truth in it shows that by their own 
confession their grandest conception of the nobility of 
their profession reaches no higher than the breeches 


pocket (1896a, p. 7). 


As it was patently impossible to deny selfinterest 
yet vital to present an altruistic exterior, the 
chartered societies replied to their critics with 
two arguments. The first was that the public in- 
terest was inextricably linked to their own pri- 
vate interests. The public had illustrated their 


confidence in chartered accountants, their: 


superior abilities and provision for the efficient 
discharge of accountancy services, by vesting in 
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them the great bulk of important business. By 
virtue of dominating the profession in Scotland 
and assuming responsibility for its nurture and 
status, the chartered societies, claimed their 
counsel in 1890, "are really representing not 
merely their own interests but also the interests 
of the Scottish public in the matter of the ser- 
vices of Accountants" (Privy Council, Speeches, 
p. 17). Thus, by damaging the private interests of 
the chartered societies and their members, the 
demands of the rival organizations were 
deleterious to the more important public in- 
terest. 

Second, it was relatively simple for the char- 
tered societies to illustrate that the competing 
organizations were also primarily motivated by 
selfish interests — their design, in attempting to 
secure the “CA” designation was to expand their 
clientele. As one Glaswegian witness in the “CA 
case” related: 


(Q.) Does any reason occur to you why people should 
form themselves into a company and take the use of the 
letters “C_A.” except one? (A.) I can imagine no reason, 


except a pecuniary one — to get business, perhaps by the 
usc of these letters (Interdict Case, Proof, p. 25). 


The chartered socicties argued not only that it 
was inequitable that their competitors should 
appropriate business on the basis of acquiring a 
designation whose currency was the result of 
their own endeavours, but also the utilitarian 
philosophy that an action is right only if its con- 
sequences produces the greatest happiness for 
the greatest number. As is shown in Table 4, of 
the two sets of contending interests, the char- 


TABLE 4. Memberships of competing organizations of Scottish accountants 


Organization 


Society of Accountants in Edinburgh 
Institute of Accountants in Glasgow 


Society of Accountants in Aberdeen 21 


Total CAs 


Scottish Institute of Accountants 
Corporation of Accountants, Ltd 


*Only 43 of these practised in Scotland. 


Year of contest 
1890 1893 1896 1903 
247 267 310 372 
140 195 244 ‘373 
21 25 32 49 
408 487 586 794 
160 143 
22 276° 
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tered societies represented by far the majority at 
each of the major conflicts with the Scottish In- 
stitute and the Corporation. 

In addition to the consequences for their 
larger memberships, the chartered societies also 
drew attention to the detrimental effects that the 
success of their opponents would have on the 
future supply of competent practitioners. In 
1884 the Edinburgh Society revealed that it had 
93 apprentices deepy interested in the mainte- 
nance of its organizational status ^who in the 
aggregate . have invested in apprentice fees, 
stamp duty, &c., a sum exceeding £10,000” 
(Privy Council, 1890, Appendix, p. 93). If to the 
total members are added the number of associ- 
ates and apprentices of the chartered societies, 
the scale of their dominant interest was more ap- 
parent. In 1890 that total was 667 and in 1903 
was 1,285, statistics which, in the former year, 
precipitated the CAs to declare astonishment 
that the Scottish Institute: 


Seriously proposed to incorporate into a National Insti- 
tute under an all inclusive aim a society whose whole 
membership does not amount to a third of the member- 
ship of the existing Chartered Societies, and many of 
whose members have had no proper training for the prac- 
tice of the profession (Privy Council, Opponent's Peti- 
tion, p. 51). 


THE DEFENCE OF PROFESSIONAL 
MONOPOLY IN ITS BROADER CONTEXT 


Adherents to the critical approach have 
acknowledged the significance of investigating 
professionalization projects and the mainte- 
nance of restrictive closure practices in their 
wider economic and political contexts (Fried- 
son, 1983). In his comparative study of 
monopolization in the medical profession, Ram- 
sey asserted that the extent to which a 
monopoly develops, is tolerated and protected 
depends on changes in the relative power of in- 
terested parties, the structure of political institu- 
tions and the contemporary "political climate" 
(1984, pp. 226—227). Willmott (1986, pp. 559— 
561)has asserted that professional organizations 
must be regarded as political bodies and that 
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their activities are more suitably considered in 
their broader politico-economic setting. 

The attempts of the Scottish Institute and the 
Corporation to achieve equal status with the 
chartered societies and the CA’s efforts to de- 
fend their monopoly, must be investigated 
beyond the public proceedings at the Privy 
Council and the Court of Session. Several under- 
lying economic, social and political factors as- 
sisted the chartered societies’ cause. 


Economic and social domination 

On the basis of their comparatively long exis- 
tence, high admission fees and expanding mem- 
berships, the chartered societies were able to 
amass greater resources than their competitors 
with which to finance the defence of their in- 
terests. At the time of the second application of 
the Scottish Institute of Accountants for a Royal 
Charter in 1889, the Edinburgh, Glasgow and 
the Aberdeen societies had total funds amount- 
ing to £29,500. By comparison, the activities of 
the younger, low fee accountancy organizations 
appear to have been impeded by fewer assets. Al- 
though the Corporation of Accountants, for 
example, survived the payment of $750 costs in 
the “CA case” in 1893 by relaxing entry require- 
ments and admission fees and by expanding its 
non-Scottish membership, the chartered 
societies at the “MCA case” in 1903 sought assur- 
ances that a corporation with funds of only £385 
could finance costs that might be imposed by the 
Court (see The Accountants’ Magazine, Feb- 
ruary 1903, p. 86). 

It was the leading corporate accountant and 
principal agitator in the “CA case”, James Martin, 
who detected a series of socio-cultural assets 
which also assisted the chartered societies in 
their disputes with the competing organizations. 
Martin responded to the lack of success of the 
Scottish Institute and the Corporation by prepar- 
ing a series of scathing articles and pamphlets 
after 1893. Initially, he argued that the structure 
of the accountancy profession in Scotland and 


, the chartered monopoly was against tbe public 


interest (18962), that reform was vital and, that 
the decision in the “CA case” had been a ‘mis- : 
application of the law’ (1896b). From the late 
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1890s, however, Martin’s tone and the nature of 
his grievance shifted from the validity of the 
judgement to the circumstances which encour- 
aged it (1897a, 1897b) — in 1908 he asked 
“Were the Law Courts Bribed?” 

Martin alleged that in 1892—1893 the char- 
tered societies, by claiming that they had a sole 
and exclusive right to use the “CA” designation, 
had lied to the Court — the charters had confer- 


red no such prerogative. Given that the judges - 


did not concede that the chartered societies had 
a legal monopoly of the letters yet still found in 
their favour, Martin claimed that the explanation 
for this extraordinary decision was that their 
Lordships had been corrupted. Although he hesi- 
tated to pronounce that the judges in the “CA 
case" had been overtly bribed: "I do suggest that 
they were influenced by other considerations 
than those connected with, or belonging it the 
case" (1897, p. 1) and that through "backstairs 
influence and crawling" (1908, p. 28) the CAs 
had "a complete understanding with the judges 
as to the result of the case" (18972, p. 13). 
Martin believed that he discovered the source 
of contamination of the Scottish bench as being 
the close kinship and social connections bet- 
ween the Edinburgh centred CA and legal pro- 
fessions. He noted that "Judges and CAs mix in 
Edinburgh society" (1908, p. 19), and further 
that "the C.A.s in Scotland are wealthy and in- 
fluential. I do not say the Glasgow body have 
much influence, but the influence is strong 
elsewhere. I was not, when the case was raised, 
aware of the family relationships between C.A.s 
in Edinburgh and the Court" (18972, p. 31). 
Although Martin's polemical observations 
were prejudiced by his frustration as an unsuc- 
cessful litigant and his allegations that the CAs 
influenced the judges in 1892—1893 are not sub- 
stantiated, his revelation of the connections 
between them was well founded. Among the 
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Senators of the College of Justice and Crown Of- 
ficers at the time ofthe "CA case", the head of the 
Second Division was Lord Welwood, brother of 
Francis J. Moncreiff, CA whose sister married 
John B. Balfour, the Lord Advocate in 1877 (who 
it will be recalled recommended the refusal of 
the Scottish Institute's charter application of 
1884); Lord Kyllachy was a close friend of David 
Pearson, CA (Tbe Scotsman, 11 December 1918, 
p. 4); William H. Smith, CA was an “old and val- 
ued friend" of Lord Kingsburgh, the Lord Justice 
Clerk (Tbe Scotsman, 10 May 1919, p. 8) and 
sons of Lord Low and the Lord Advocate were 
later to become CA apprentices. Although there 
is no evidence that such connections resulted in 
the corruption of the court, the existence of 
strong filial and social associations with lawyers 
(the latter were often founded on mutual atten- 
dance at Edinburgh Academy ) indicate that the 
chartered societies had access to legal services 
and to the senior legal profession which surpas- 
sed that of their opponents.? 

There had always existed a close occupational 
relationship between the accountancy and legal 
professions in Edinburgh. Indeed, it may be 
claimed that the former developed as an offshoot 
of the latter (Brown, 1905, p. 198; Jones, 1981, 
p. 80). Occupational connections between the 
two vocations were compounded by kinship 
ties: 27.596 of all recruits to the Society of Ac- 
countants in Edinburgh to 1874 were the sons of 
lawyers (Walker, 1988, p. 85); several of the 
younger sons of Court of Session judges entered 
chartered accountancy.? A recruitment custom 
developed whereby the elder sons of lawyers 
entered their father’s profession while a younger 
son became a CA and conversely (p. 86), the 
elder sons of several eminent CAs became advo- 
cates or Writers to the Signet (p. 241). 

The development of a law—accountancy kin- 
ship nexus in nineteenth-century Edinburgh en- 


*The formation of connections within elite educational institutions and the consequent creation of an inter-organizational 
network of alumni has been discussed in a different context by Hoskin and Macve (1988) in their identification of the 
significance of engineering graduates of West Point in the dissemination of cost and management accounting knowledge 
among manufacturing concerns in nineteenth-century America. 


‘In 1868—1869 alone, sons of Lords Kinloch, Moncreiff and Neaves were contracted as apprentices to the eminent CA firm 


of Lindsay, Jamieson & Haldane. 
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sured that the senior office bearers of the Society 


of Accountants could exploit the resources of ` 


their lawyer relatives when threatened by com- 
peting organizations. Of the six counsel who 
pleaded before the Privy Council and the Court 
of Session for the chartered societies, three were 
related to Presidents of the Society of Accoun- 
tants in Edinburgh. The senior counsel in 1890 
was Charles J. Pearson (1843—1910, later Lord 
Advocate, Dean of the Faculty of Advocates and 
judge) (see Dictionary of National Biography) 
who was the second son of Charles Pearson, 
President of the Edinburgh Society 1876-1879 
and brother of David Pearson, President from 
1898—1901; senior counsel in 1896 was Richard 
B. Haldane (1856—1928, later Viscount Haldane, 
Lord Chancellor) (see Haldane, Sommer, 
Maurice, DNB) a pleader of repute before the 
Privy Council in charter applications and 
nephew of James Haldane, President of the Edin- 
burgh Society 1895—1898; and counsel in all 
cases was Charles R. A. Howden (1862—1936) 
(see Wbo's Wbo), the second son of James How- 
den, President of the Edinburgh Society 1892— 
1895. The significant point is that these advo- 
cates defended not only the chartered organiza- 
tions but also the future financial security and 
status preservation of their own relatives who 
were partners in the largest firms of CAs in Edin- 


burgh. 


Political conditions conducive to tbe 
maintenance of professional monopoly 

The Scottish Institute and Corporation of Ac- 
countants were also disadvantaged by political 
circumstances in their conflicts with the char- 
tered societies. The cause of the aspirant organi- 
zations was clearly identified in contemporary 
party politics as reformist Liberal whereas the 
underlying creed of the CA defence of privilege 
was Conservatism. In the “CA case" the leading 
counsel for the Corporation of Accountants was 
the Liberal-Solicitor-General Alexander Asher 
(1835—1905) (Orr, 1923, p. 136; DNB) whereas 
the senior advocate for the CAs was the Dean of 
the Faculty of Advocates, Charles J. Pearson 
(1843—1910), the foremost Conservative of the 
Scottish Bar. 


STEPHEN P. WALKER 


The "CA case" of 1892—1893 was heard before 
Lord Kyllachy (William Mackintosh, 1842— 
1918) whose ideological sentiments did not 
augur well for the Corporation. Kyllachy, a de- 
clared Liberal-Unionist ^would probably have 
preferred to be described as an old Whig, which 
is as much as to say that he was more conserva- 
tive than many professing Tories ... all William 
Mackintosh's instincts, prejudices, and convic- 
tions were strongly enlisted upon the side of the 
status quo” (The Scotsman, 11 December 1918, 
p. 4). 

The ideological complexion and judicial 
tempcrament of the majority of the four Second 
Division judges who heard the Corporation's 
appeal in May 1893 may also bave proved un- 
favourable to its liberal cause. Lord Kingsburgh 
was a “stalwart Conservative" (Tbe Scotsman, 10 
May 1919, p. 8; DNB), Lord Rutherford Clark, an 
“old-whig”, gave opinions which “were decidely, 
though rationally conservative" (Tbe Scotsman, 
31 July 1899, p. 7; DNB), Lord Trayner, though a 
Liberal was an impatient judge who took a side in 
a case before it was heard (The Scotsman, 4 Feb- 
ruary 1929, p. 9; Who’s Wbo), and Lord Young — 
a reforming Liberal and potential sympathiser 
with the intentions of the Corporation — was 
wayward and unpredictable in his judgements 
(Tbe Scotsman, 23 May 1907, pp. 6—7; DNB). 

The Scottish Institute was also confronted by 
structural and political hindrances implicit in 
the process of applying to the Privy Council for 
a Royal Charter. The first problem was that 
following the Companies Act, 1867 (which per- 
mitted incorporation by the Board of Trade 
without the word "Limited") and up to 1896, 
only two Scottish professional organizations re- 
ceived a Royal Charter (the Faculty of Actuaries 
in 1868 and the Society of Law Agents in 1884). 
Further, as Carr-Saunders and Wilson have re- 
marked, though certain procedural conventions 
were adopted for dealing with petitions for in- 
corporation, these were uncodified and based 
upon tradition and precedent (1933, p. 332). 
During the late nineteenth and early twentieth 
centuries, applications for charters were consi- 
dered by ad boc committees of five Privy Coun- 
cillors headed bv the current or an ex-Lord Pres- 
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ident of the Council (Fitzroy, 1925, vol. 1, p. 
110; de Smith, 1971, p. 148). In the selection of 
committee members (a function of the Privy 
Council itself) the attainment of a political ba- 
lance was secondary to securing the services of 
councillors with a background pertinent to the 
subject of the petition under consideration (Fit- 
zroy, 1928, p. 309). Hence, in 1890 and 1896 the 
committees which heard the Scottish Institute's 
applications included the Secretary of State for 
Scotland and others with a Scottish connection 
by birth, education, occupation or title and all 
but one of the ten members were Conservatives. 
Furthermore, only in 1896 did the committee in- 
clude two members of the non-political 
judiciary — the remainder were senior states- 
men with high political profiles." Neither com- 
mittee, in comprising members of the Conserva- 
tive landed and professional political elite, can 
be considered to have constituted an ideally 
neutral tribunal for hearing the Scottish Insti- 
tute's radical cause. 

That political allegiences were relevant to de- 
cisions of the Privy Council to grant Royal Char- 
ters was suggested by Tbe Accountant in 1895. 
While discussing the Scottish Institute's third 
petition for incorporation, it noted that greater 
success might be possible on this occasion "as a 
good deal depends upon the party in office" (11 
May, p. 444) and a senior member of the govern- 
ing Liberal Party had signed the petition (which 
contained the names of 37 Scottish Liberal MPs 
and 23 Conservatives or Unionsts — 36 and 25, 
respectively, in 1890). Unfortunately for the 
Institute, by the time that the committee was 
formed to hear the application in 1896, the Con- 
servatives, who had governed when the 1890 
petition was considered, had been decisively re- 
turned to power (Hutchinson, 1986, p. 192). 
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CONCLUSION AND EPILOGUE 


It has been shown in the paper that the suc- 
cessful public defence of professional privilege 
in the Scottish accountancy profession depend- 
ed on the adoption of a functionalist analysis of 
the role of the profession in late nineteenth- and’ 
early twentieth-century society. As an ideologi- 
cal basis for justifying monopoly before state in- 
Stitutions, functionalism was so potent as to 
override tenets of prevailing socio-political phil- 
osophy and the admission of self interest. The 
underlying motives and behaviour of the profes- 
sions, are however, only revealed by a wider crit- 
ical analysis of the activities of the professional 
association. The successful defence of domina- 
tion in the supply of professional services is also 
dependent on underlying, more hidden cir- 
cumstances not disclosed by a simple historical 
investigation of proceedings in Parliament, the 
courts or the Privy Council. Contemporary 
political conditions and economic dominance 
were essential perquisites of the maintenance of 
the CA’s privileges. 

The development and preservation of the 
Scottish chartered monopoly of practice in the 
1854—1914 period is also instructive in reveal- 
ing the process of professionalization, which 
partly explains the disunified structure of the ac- 
countancy organizations in modern Britain. 
Events in the profession north of the border had 
interesting parallels in England. In common with 
the findings of Loft (1986, pp. 152—153) and to 
some extent of Willmott ( 1986, pp. 566—567 ), it 
is suggested that the early organized accoun- 
tancy profession was characterized by the fol- 
lowing series of events. 

Accountants in major financial, commercial or 
manufacturing centres (such as Edinburgh, Glas- 


“In 1890, the Committee of the Privy Council that heard the Scottish Institute's application consisted of: the Lord President 
of the Council — Lord Cranbrook (Gathorne Gathorne-Hardy ); The Duke of Richmond and Gordon — Secretary of State for 
Scotland 1885—1886 (Charles H. Gordon Lennox); the Secretary of State for Scotland — The Marquis of Lothian (Schomberg 
H. Kerr); Sir Francis Richard Sandford; The Lord Advocate (James Patrick Bannerman Robertson). In 1896, the committee 
consisted of: The Duke of Richmond and Gordon; The Earl of Kintore (Algernon H. Thomond Keith-Falconer ); the Secretary 
of State for Scotland — Lord Balfour of Burleigh (Alexander Hugh Bruce); a Lord of Appeal — Lord Watson ( William Watson); 
the Lord Justice-General —- Lord Robertson (James Patrick Bannerman Robertson). For biographical details and references 
see DNB, Who’s Who, and obituarial notices in The Times and Tbe Scotsman. 
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gow and London) formed associations and em- 
barked upon attempts to establish professional 
Status by adopting the traits exhibited by the 
traditional professions (particularly those of the 
legal profession ). Following the achievement of 
professional standing, the attendant privileges 
and improved market position, practitioners 
excluded from the original organizations (such 
as the Scottish Institute, the Corporation of Ac- 
countants, the Society of Accountants in Eng- 
land) desired access to the same status and econ- 
omic rewards. This was attempted by establish- 
ing organizations which necessarily emulated 
the successful professionalization project of the 
established associations (the Scottish Institute, 
the Corporation and Institute of Cost Accoun- 
tants endeavoured to use the designations of 
scottish and English chartered accountants re- 
spectively ) and by presenting a unique charac- 
teristic as justification for their separate exis- 
tence (the "national" status of the Scottish Insti- 
tute, the new specialism represented by organi- 
zations of cost accountants ). 

As emulation posed a likely threat to the mar- 
ket position of the established professional ac- 
countants, the aspirant organization was con- 
fronted by obstruction and attempts to denig- 
rate its members' occupational and social status. 
The resultant intra-professional altercation was 
not conducive to the organizational integration 
of the profession. 

The longer term disunification of the profes- 
sion was to be reflected in the subsequent his- 
tory ofthe organizations which had contested in 
the Scottish professional arena from 1854 to 
1914. - 

Following its unsuccessful attempts to be- 
come chartered, 123 of the existing 140 mem- 
bers of the Scottish Institute joined the Society 
of Accountants and Auditors in 1899 (eight 
others were already members) as its Scottish 
branch. Tbe Scottish Accountant was discon- 
tinued in the same year. Despite the amalgama- 
tion with the incorporated accountants, mem- 
bership of the Scottish branch remained static at 
129 in 1910 and 142 by 1935. The Incorporated 
Accountants’ Journal reported that competi- 
tion from CAs and greater opportunities over- 
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seas encouraged the emigration of younger Scot- 
tish members (April 1911, p. 188; Garrett, 1961, 


p.24). 


The Corporation of Accountants, Ltd, in Scot- 
land at Jeast, suffered a similar fate. Following the 
^CA case", the Corporation made successful 
attempts to expand its membership outside 
Scotland so that by 1903 only 15.496 of members 
were resident north of the border (12.2% in 
1935). The Corporation became, in effect, an 
English organization with headquarters in Glas- 
gow. The inevitable internal conflict arising 
from this imbalance, occurred over the "MCA 
case" when the obsessions of the Scottish leader- 
ship appeared as provincial irrelevancies to its 
London board which: 


Finding further controversy or connection with the Glas- 
gow council useless... decided to form a distinct and in- 
dependent society in the interests of the English and 
other members leaving the Corporation of Accountants 
free to conduct their own affairs in Scotland in their own 
manner (Tbe Accountants’ Magazine, January 1904, pp. 
2—4). 


The Institution of Certified Public Accountants 
was the resulting splinter organization. 

The Corporation of Accountants did, how- 
ever, prosper outside Scotland during the inter- 
war period by conforming to the standards set 
by its former chartered competitors and basing 
entrance on comprehensive examination. The 
reward of Parliamentary recognition was gained 
in 1931, and in 1933, ironically, the Corporation 
was granted an injunction preventing non-mem- 
bers from using the designations "Corporate Ac- 
countant" and "FRCA" (see Tbe Corporate Ac- 
countants’ Year Book, 1936, pp. 510—511). In 
1939 the 2,100 members of the Corporation 
amalgamated with the London Association of 
Certified Accountants, Ltd, as the Association of 
Certified and Corporate Accountants with 
offices in London (The Accountant, 17 De- 
cember 1938, p. 829; 11 March 1939, p. 318). 
The Association of Certified Accountants re- 
ceived a Royal Charter in 1974. 

On 24 October 1904, the Society of Accoun- 
tants in Edinburgh celebrated its 50th jubilee as 
a chartered organization (as did the Glasgow In- 
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stitute in 1905) (see Brown, 1905, pp. 401— 
449). The grand scale of this act of self-congratu- 
lation was justified: not only had the chartered 
societies developed expanding, high standing 
professional organizations, they had also gained 
domination of the practice of their vocation, sec- 
ured judgements which provided legal protec- 
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tion for the source of that dominance and, wit- 
nessed the demoralization and ineffectiveness of 
their competitors who had been weakened by 
unsuccessful challenges to that domination. The 
cloud which hovered over the Scottish char- 
tered societies from the 1880s, had all but disap- 


peared. 
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Abstract 


This paper takes the position that the task of accountants is to provide information as free from bias as 
possible that will be useful to decision makers (possibly including accountants themselves) who may be 
concerned with social and economic issues. Though accountants may sometimes fail to achieve the faithful 
representation of economic phenomena, that should be their goal. In developing this argument, the paper 
criticizes Radical Accounting, as represented by Tony Tinker’s Paper Propbets, and others who assert that 
accounting policies should be chosen for their supposedly desirable economic consequences rather than 
for their capacity to depict relevant phenomena faithfully. Like journalists, accountants should report the 
news, not make it. Neutrality in accounting may not always be easy to secure, but without it the credibility 


of accounting is endangered. 


With social change in the broadest sense ac- 
counting has little to do. One of the most signifi- 
cant social changes that has occurred in this cen- 
tury is the dramatic improvement in the position 
of women. Like most social changes, this one has 
been accompanied by economic changes, such 
. as changes in the pattern of consumption and the 
distribution of income. Another great social 
change during the last fifty years is the disappear- 
ance of colonialism. That too has brought econ- 
omic changes in its wake. To suggest any direct 
connection between those broad developments 
and accounting would be farfetched indeed. 
But on a smaller stage, accounting does have a 
part to play. It has been asserted, for example, 
that an accounting standard that requires re- 
search and development expenditure to be writ- 
ten off as incurred, in spite of the probable future 
benefits that are expected to flow from it, de- 
presses the earnings of small immature high- 
technology companies and thereby discourages 
technological innovation. Without regard, for 


the moment, to the truth or falsity of that. asser- ` 
tion, it well exemplifies the part that accounting 
may play in encouraging or inhibiting social and 
economic change. 

Ihe question to be addressed here is this. 
Should accountants see themselves and their dis- 
cipline as agents to promote (or sometimes to 
retard ) social and economic change? Or should 
they see themselves as providers of unbiased in- 
formation, to facilitate social and economic 
activity by others? By "others" I mean, of course, 
to include accountants themselves in their 
capacity as citizens, not as accountants. 


À RADICAL VIEW OF ACCOUNTING 


I want to leave no doubt as to where I stand on 
this issue. I believe that accountants are like 
journalists. They should report the news, not 
make it. This is the view that I shall explore more 
fully in what follows. But in case it is thought that 


*Earlier versions of my paper were presented as a Lee Kuan Yew Lecture in the National University of Singapore in December 
1986 and to the European Accounting Association at the annual meeting in Stuttgart in April 1989. My thanks are due to the 
late Steven B. Johnson, formerly of Columbia University, for his help in formulating my ideas on the subject of this paper. 
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the opposite view is merely a straw man, I pro- 
pose to bring into court an outspoken propo- 
nent of that other view, and, so far as possible, I 
shall allow him to speak for himself. I am refer- 
ring to Dr Tony Tinker, of Baruch College, 
CUNY. His views are set out at length in a book, 
published in 1985, entitled Paper Prophets: A 
Social Critique of Accounting. Tinker and 
others who think like him use the term “radical 
accounting” as a label for their views, and it will 
be convenient if I follow their example. 

Let me warn you, before I set out on this 
examination of radical accounting, that it is not 
easy to come to grips with it. It is fairly easy to 
see what radical accountants find to criticize in 
traditional accounting; and it would not be dif- 
ficult to suggest modifications of traditional ac- 
counting that would go some way to meet those 
criticisms. But modifications are not what this 
argument is about. The argument, in fact, is more 
: about the nature of capitalist society and the 
marginalist theory of value that economists use 
to explain the working of capitalist economies. 
This is what Tinker has to say about the depen- 
dence of accounting on the marginal theory of 
value. 


Most accounting practice has achieved a harmony with 
marginalist value theory without much conscious delib- 
eration. This is mainly because marginalism is the only 
value theory with which most accountants are familiar; 
thus they reduce all economics to marginalism .. .. Mar- 
ginalism has virtually monopolized all accounting refiec- 
tion about value theory, notwithstanding the fact that in 
order to resolve technical problems of ‘concept 
operationalization and measurement, accountants have 
deviated from the marginalist model. These deviations 
and compromises have all been in terms of the fine print, 
however; even the much vaunted area of "social account- 
ing” is nothing more than marginalism with externalities, 
The obliviousness of accounting to all other theories of 
value is sufficient reason for concluding that accounting 
is unabashedly marginalist in its intellectual affiliations 
(Tinker, 1985, p. 111). ; 


Tinker then goes on to attribute what he re- 
gards as accounting's antisocial bias to this "in- 
tellectual affiliation" with marginalism. For him, 
theories are "weapons of social conflict", and ac- 
counting theory is no exception. Here is what he 
has to say on that subject. 
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Accounting theory, like any social belief, is not merely a 
passive representation of reality, it is an agent in changing 
(or perpetuating) a reality. Marginalism provides ac- 
counting with a slanted picture of reality that affects both 
how the latter misperccives, and how it acts on, reality. 
This slant is ideological insofar as it misconstrucs cir- 
cumstances and events in order to promote certain parti- 
san interests ( Tinker, 1985, p. 28). 


In a related passage, Tinker has this to say 
about the social role of accounting. 


In addition to reflecting economic exchanges — albeit 
partially — accounting practice also helps effect econ- 
omic exchanges. Accounting statements are used in mak- 
ing decisions about the purchase of a company's sec- 
urities, in assessing a firm's tax liability, in determining 
the rates a public utility can charge its customers, in de- 
ciding whether an employer can afford to pay a wage in- 
crease, and so forth. This is not a passive and representa- 
tional role for accounting; ultimately accounting is part 
of that exchange process itself — as an informational 
commodity that promotes exchange. If accounting prac- 
tice did not participate in exchange in this way, then pre- 
sumably, competitive pressures would eradicate it as an 
unnecessary cost of production" (Tinker, 1985, pp. 83— 
84). 


I do not understand the distinction that Tinker 
draws here between accounting’s “passive and 
representational role” and its role as an “infor- 
mational commodity that promotes exchange”. 
A telephone is an informational commodity that 
promotes exchange; but surely it does this by 
being passive and “representing” the speaker's 
thoughts to the listener. One could conjure up a 
bizarre picture of a telephone that not only con- 
veyed one party’s thoughts to the other but be- 
came itself an actor in the exchange. Tinker’s 
book leaves me with a strong suspicion that this 
is what he would like accounting to do. 
Another source of confusion in trying to inter- 
pret Tinker’s views stems from the fact that most 
of the sins of capitalism, as he sees them, are vis- 
ited on the heads of accountants. Accounting, it 
seems, has much responsibility for pollution, 
monopolies, and fraud, as well as other 
shortcomings of our economic system. We have 
already noted his view that accounting plays an 
active role in effecting exchanges and in arbitrat- 
ing conflicts (a phrase that he uses more than 
once, by the way). Slaying the messenger that 
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brings bad news, as they did in ancient times, is 
a custom that Tinker seems to approve of. Ac- 
counting reports on an economic system of 
which Tinker disapproves. Therefore, account- 
ing is to be condemned. 


RADICAL ACCOUNTING AND VALUE THEORY 


But there is more to it than that. The malign in- 
fluence of accounting on society, as Tinker sees 
it, stems from the values that are attached to 
goods and services and resources by the mar- 
ginalist theory of value in accordance with 
which our capitalist economy is regulated or 
self-regulated. I am at a total loss to understand 
what other values accountants could use. Tinker 
espouses a Marxist-Labor Theory of Value, 
which presumably he thinks would give relative 
values that would be more to his taste. I myself 
would be happy if teachers and nurses were 
better paid and business executives, film stars 
and baseball players were less well paid. But it is 
obvious that it is society that would have to be 
changed, not accounting, to bring about such a 
result. It makes no sense at all to blame account- 
ants for using values determined in tbe market 
when they are accounting for market transac- 
tions. 

There are, it is true, some transactions in 
which accountants play an active part in deter- 
mining values. One is the case of regulated in- 
dustries, such as public utilities, where account- 
ing calculations of cost are used in determining 
utility rates. Another case is when a value has to 
be placed on a whole enterprise or a large block 
of shares in an enterprise that is changing hands. 
But here, too, there are limits to the values that 
accountants can determine, and there are other 
factors at work as well. The most important limit 
is set by the need for a business to be profitable 
if it is to survive. A corporation that changes 
hands at an inflated value will soon flounder if it 
cannot earn an acceptable rate of return on its in- 
vestment; and public utility rates that are kept 
artificially low to benefit consumers will create a 
demand for state subsidies or will leave the util- 
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ity unable to raise capital or to replace its equip- 
ment when it wears out. 


THE RADICAL VIEW OF ACCOUNTING 
EDUCATION 


Accounting education does not emerge in a 
good light from Tinker's criticism of accounting. 
Here is a passage from his book that reinforces 
my view that it is society that is really the focus 
of his attack, not accounting. 


Accounting education cannot escapc unscathed from 
this discussion .. .. The accounting education system ... 
elevates monetary values as ends in themselves; the sur- 
rogate role of money as a mere token expression of 
human and social needs is ignored. Marx distinguished 
between the surface appearances of market phenomenon 
and the underlying social structure that generates the ap- 
pearances.... | 

Áccounting education appears to havc outstripped 
Marx’s worst fears in this regard: students are not merely 
taught to conflate appearance with reality; they learn to 
reify deceitful appearances and ignore the structure of 
social reality .. .. Ignorance of this kind multiplies when 
an accounting education system elevates profit and 
wealth as ends in themselves and fails to articulate the 
social purpose of profit and its tenuous connections to 
social welfare" ( Tinker, 1985, p. 28). 


The idea that accountants should take on the 
task of looking beyond "market appearances" to 
the "underlying social reality" is, to say the least, 
farfetched. It is difficult enough to get consensus 
as to what constitutes “economic reality", a con- . 
cept derived from the fabric of market 
phenomena. What hope could there possibly be 
of finding a consensus as to thé nature of “social 
reality" that is somehow different from market 
realities? 


POSITIVE ELEMENTS IN RADICAL 
ACCOUNTING: NEGLECTED 
CONSTITUENCIES 


There are, to be sure, some elements in radical 
accounting that should be taken seriously. One 
is the charge against what Tinker calls “main- 
line" accounting that it is biased in favor of one 
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or two of the constituencies that it should serve, 
namely, investors and, to a lesser extent, cre- 
ditors, while other constituencies are neglected. 
At least this bias is recognized by the accounting 
rule-making body in the United States, the 
Financial Accounting Standards Board. The 
board has defended the bias, as regards general 
purpose financial statements, on pragmatic 
grounds, as follows: 


To identify investors’ and creditors’ needs as the focal 
point of financtal statement information greatly narrows 
the range of economic decisions and varied needs for 
specialized information that general purpose financial 
statements must try to satisfy, thereby increasing the pos- 
sibility that the statements can reasonably satisfy the nar- 
rower range of needs (FASB, 1976). 


That defense is not implausible, so far as gen- 
eral purpose financial statements are con- 
cerned. But there are other forms of financial re- 
porting that could have been developed to serve 
the information needs of other constituencies, 
notably labor and the consumers of the goods 
and services supplied by business enterprises. 
Accountants have shown little interest in meet- 
ing those informational needs. 

It is somewhat difficult to genefalize about 
what might be done to fill these gaps, for more 
information is already being provided in some 
countries than in others — the gaps are not the 
same everywhere. American companies prob- 
ably make more information available to inves- 
tors and prospective investors than companies 
in most other countries. But even there, little 
thought is given to the needs of labor. Many of 
these needs were listed in a working paper pre- 
pared by the Trade Union Advisory Committee 
of the Organization for Economic Cooperation 
and Development (OECD) for a conference on 
harmonization of accounting standards con- 
vened by the OECD in Paris in April 1985 
(OECD, 1986). They include: 


— statistics of employee turnover, by categories 
of employee; 

— information bearing on job security, such as 
company plans for expansion and shutdowns; 

— shares held by insiders, e.g. ere fam- 
ily proprietors; etc. 


Piia 
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This is only a small selection from a longer list of 
needs that the trade unions presented. 


POSITIVE ELEMENTS IN RADICAL 
ACCOUNTING: EXTERNALITIES 


A second charge levelled by radical account- 
ing theorists against traditional accounting that 
needs to be taken seriously is its neglect ofexter- 
nalities. Accounting records transactions that an 
enterprise enters into, and it therefore takes ac- 
count of costs for which the enterprise is known 
to be legally liable. But there may be other costs 
that it imposes on society for which, under pre- 
sent laws, it is not legally liable. These are not 
recognized in a company’s records and there- 
fore are not included in its financial statements. 
Examples of these social costs that may be cited 
are environmental pollution, the impact of plant 
closings on unemployment in a local commun- 
ity, the effect on health of producing noxious but 
not illegal substances such as tobacco, and the 
effect on the environment of erecting unsightly 
billboards on hitherto unspoiled roads. A par- 
ticularly clear example of a private cost being 
transferred to the public arises when a producer 
of beer or soft drinks switches from using return- 
able containers to nonreturnables. The cost to 
society of disposing of the nonreturnable con- 
tainers strictly should be a deduction in arriving 
at the producer’s social value added; but of 
course the social cost will not appear in the com- 
pany’s financial statements. 

There are positive externalities that go unre- 
corded also. Thus a company will record the 
cost of taking down a billboard but will not take 
credit in its accounts for the improvement in the 
environment that follows. The same is true for 
other acts of beautification, e.g. landscaping the 
area around corporate offices. The multiplier 
effect of increasing employment by opening a 
new plant may go far beyond the benefits di- 
rectly accruing to the employer himself. 

Not all externalities are the responsibility of 
business. As Robert Jensen puts it: 


The well-known quotation from Pogo that "the enemy is 
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us” implies that the public-at-large is a source of external 
diseconomies as well as being the damaged party. Re- 
sponsibilities for automobile air pollutants, for instance, 
are difficult to pin solely on the manufacturers, because 
the drivers themselves are also partly to blame in terms of 
the condition in which they keep their cars, the way they 
drive, when they drive, etc. The beer can thrown on my 
front lawn was not thrown there by the Budweiser Com- 
pany (Jensen, 1976). 


Financial statements capture only those costs 
and revenues that are internal to an enterprise. 
This omission of external economies and dis- 
economies is significant for two reasons. One is 
that the contribution that an enterprise makes to 
society, its social value added, may be more or 
less than the value added that is reported in its 
statements. Thus its soctal performance is 
under- or over-reported. The second reason why 
ignoring social costs that are not recognized as 
private costs is significant is that they may make 
an enterprise liable for compensation to persons 
who suffer as a result of its activities. There have 
been four notable examples in the United States 
in recent years. The Johns Manville Corporation 
has had to pay out huge sums to workers and 
others whose health was impaired by inhaling 
the company’s asbestos. The A. H. Robins com- 
pany was made bankrupt by claims from women 
whose health had suffered from the use of a con- 
traceptive device, the Dalkon shield, made by 
the company. More dramatically, there has been 
the Bhopal disaster in India. It is too early to say 
whether Union Carbide has finally settled that 
matter. In none of these cases did the company’s 
balance sheet show a liability for the compensa- 
tion payable to the injured parties. The Union 
Carbide case is different from the other two, 
because the disaster was sudden and unforesee- 
able. But in the other two cases, costs were being 
imposed on society well before the matter came 
into court. More recently there has been the 
Alaska oil spill. 

Although radical accountants are justified in 
calling attention to the problems caused by ex- 
ternalities, these problems have been under dis- 
cussion for many years. The radicals have no- 
thing new to tell us about how to measure the 
effects of externalities; and unless and until we 
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learn how to solve these measurement prob- 
lems, this accounting failure is not likely to be 
remedied. 

I have now said all I can say by way ofapproval 
of radical accounting. As I have said, what the 
radicals really want to change is our present 
form of society and its values. Their attempts to 
change accounting are almost incidental to their 
main purpose. How you view radical accounting 
will therefore depend largely on how you view 
our present social and economic arrangements. 


SUPPLEMENTARY DISCLOSURE AS A MEANS 
OF CHANGING CORPORATE BEHAVIOR 


A desire to use accounting to effect or to in- 
hibit social and economic change is not a 
monopoly of the radicals. Other accountants 
who would like to see accounting play an active 
part as a change agent can be divided into two 
camps. There are those who are content to en- 
courage or to require supplementary disclosure 
by corporations about their social behavior, 
with the expectation that market forces or polit- 
ical pressures will reward good behavior and 
penalize bad ( Colantoni et af, 1974). And there 
are others who argue that accounting regulators 
should look to the economic consequences of 
accounting standards when formulating them, 
with a view to securing some allegedly desirable 
objective, e.g. to promote investment in a par- 
ticular direction, or perhaps to inhibit some 
wealth transfers that might otherwise take place. 
The first group wants to influence corporate be- 
havior by encouragement, the second by active 
involvement in the standard setting process. I 
shall call this second group accounting activists. 

Most people will welcome improved report- 
ing by companies on their social behavior so 
long as it comes about voluntarily. Presumably 
the companies will have addressed the costs of 
the disclosure and will have decided that it 
brings more than equivalent benefits. Mandated 
disclosures, on the other hand, must raise a ques- 
tion whether the costs are justified by the bene- 
fits to soctety. The fact that the disclosure was 
not made voluntarily is not conclusive. The 
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benefits to individual companies may fall short 
of their costs and yet for society as a whole the 
costs inay be justified. In any case, supplemen- 
tary disclosures of this kind for the purpose of 
modifying corporate social behavior, whether 
they are voluntary or mandated, do not impair 
the. integrity of the financial reporting system. 
They may even improve it. 


ACCOUNTING ACTIVISM AND ECONOMIC 
BEHAVIOR 


Accounting activists are not content to rely on 
disclosure to bring about changes in corporate 
behavior. They want to influence behavior more 
directly, but yet draw back from invoking direct 
interference by the governent. In a country like 
the.U.S. where accounting rules and standards 
are spelled out with considerable precision, and 
where they are numerous and extensive as to 
their coverage, the activists see accounting 
standards, which arc set by a private sector 
agency, the Financial Accounting Standards 
Board, as a ready means of influencing economic 
activity that suits their particular ends. More 
often than not, as it happens, influence is 
: brought to bear to prevent a change, to maintain 
;. thé; statis quo, by trying to block.an improve- 


.'7 mentiri financial reporting that the standard set- 
E ting body is trying to introduce. 


There is some controversy among academics 
as to the magnitude and direction of the econ- 
omic consequences of accounting standards, but 
there is no doubt that business executives take 
the alleged consequences very seriously. Iam re- 
ferring here principally to standards that change 
accounting measurements, not those that simply 
call for some change in the information that the 


preparers of financial statements have to dis- 


close. Most standards do both. Two of the most 
important such standards worked on recently by 
the FASB are Statement of Financial Accounting 
Standards No. 87, Employers’ Accounting for 
Pensions (December 1985), and a proposed 


Statement, Employers’ Accounting for Post: - 


retirement Benefits Otber Than Pensions, aii ex- 
posure draft of which was issued in February 
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1989. The most important postretirement bene- 
fit other than pensions is health care coverage, 
but such benefits may also include legal services, 
tuition benefits and others. The amount of con- 
troversy generated by these standards can be 
judged by the fact that the subjects were put on 
the FASB's agenda way back in 1974. It took 
eleven years to get the pensions standard out. 
The controversy over Other Postretirement 
Benefits is still raging. Both of these standards 
have brought out the obstructionists, the oppo- 
nents of change in financial reporting, in force. 
These standards are controversial for two rea- 
sons. They both involve much looking into the 
future and many assumptions about what future 
experience will be with respect to such matters 
as retirement age, employee mortality, levels of 
pay, future health care costs, rates of interest, 
and the value of assets (usually securities) set 
aside to fund pension and health plans. Actual 
experience is bound to turn out to be different in 
some respects from the assumptions on which 
pensions and health care costs are accrued, with 
a resulting over- or under-accrual of those costs. 
Moreover, changes in the assumptions can 
greatly affect the present value of the benefit ob- 
ligations disclosed in an enterprise's financial 
statements. The many uncertainties surrounding 
the accounting for these benefits have made the 
whole subject an irritant in the eyes of many 


American preparers. 


The second ground for controversy, which is 
even livelier in connection with "other benefits" 
than with pensions, arises because many enter- 
prises have been content to deal with such bene- 
fits on a pay-as-you-go basis, treating benéfits as 
an expense when they are paid out and making 
no provision for them during employees’ work- 
ing lives, as the proposed new standard will re- 
quire them to do. The recognition of these obli- 


gations, even allowing for the gradual phasing in 
required by the proposed standard, will have a 


major impact on financial statements and is de- 
cidediy unpopular with American industry. 

Fhe gap that separates what is conceptually | 
pure and what is politically feasible for standard 
setters was vividly illustrated by the FASB in its 
1985 standard on pensions, when it admitted 
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with disarming frankness (in paragraph 107) 
that the gradual amortization of actuarial gains 
and losses (which the standard requires) rather 
than their immediate recognition was not ideal. 
“The Board,” it says, “believes that it would be 
conceptually appropriate and preferable to rec- 
ognize a net pension liability or asset measured 
as the difference between the projected benefit 
obligation and plan assets, either with no delay 
in recognition of gains and losses, or perhaps 
with gains and losses reported currently in com- 
prehensive income but not in earnings. How- 
ever, it concluded that those approaches would 
be too great a change from past practice to be 
adopted at the present time.” 

The reason for the delayed recognition of 
gains and losses in the Board’s standard is the op- 
position among many of its constituents to the 
volatility that would be introduced into financial 
statements if the gains and losses were fully rec- 
ognized as they occurred. No matter that volatil- 
ity is a fact of life. It does not belong, it seems, in 
financial statements, whatever the representa- 
tion of economic reality might require. 


AN EXTREME ACTIVIST VIEW 


This example of the FASB’s bending to politi- 
cal pressure is a mild one. The result, it seems to 
me, is to subordinate faithful reporting of 
financial information to what is politically ac- 
ceptable to the Board’s constituents in industry. 
If, one day, that constituency becomes more en- 
lightened, it may be that faithful representation 
will prevail. But one can find more striking 
examples where the Board has been urged quite 
openly to subordinate sound accounting to the 
alleged economic effects that might follow from 
a new accounting rule or a change in an old one. 
Some rich examples of this point of view will be 
found in an Emanuel Saxe lecture by David Haw- 
kins, delivered at Baruch College in New York 
City in 1973. Hawkins argued there that “... 
because the [Financial Accounting] Standards 
Board has the power to influence economic be- 
havior it has an obligation to support the govern- 
ment's economic plans " (Hawkins, 1975, p. 11). 
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His lecture is studded with examples of how this 
might be done. The Board at that time was con- 
sidering a new standard on leasing, and it was ex- 
pected to require that long-term leases, which at 
the time were noted in financial reports but 
were not required to be included an assets and 
liabilities in the balance sheet, should be so in- 
cluded. Hawkins argued that putting leases on 
the balance sheet might raise the cost of financ- 
ing for certain industries and therefore the board 
should go slow in pressing for lease capitaliza- 
tion in a period of economic recession. The 
Board did not take Hawkins's advice. On the sub- 
ject of accounting for research and develop- 
ment, he argued that because a requirement to 
expense such costs might make it more difficult 
for small high technology companies to raise 
capital for growth, the Board should not outlaw 
the capitalization of R&D altogether. On this 
matter, too, the Board declined to follow Haw- 
kins's advice. 

Another example from Hawkins demonstrates 
to what absurdities an "activist" approach can 
lead. After reviewing some earlier advice he had 
given to the Accounting Principles Board in 
1962 urging them to reject the "flow through" 
treatment of the investment tax credit at that 
time because he "assumed it was unsound be- 
havior to adopt an accounting method that en- 
couraged corporations to earn material profits 
immediately by purchasing assets,” he explains 
why he later changed his mind. 


Such an approach may have been acceptable and toler- 
ated by the economic planners if the economy was strong 
and untroubled, But the economy was'weak and troubled 
.. . Under these conditions I believe now it was irrespon- 
sible for me to urge thc [APB] to deliberately take action 
which would lessen the effectiveness of the tax credit in 
a situation where sound accounting arguments could be 
made for both the deferral and flow through approaches 
(Hawkins, 1975, p. 16). 


In other words, what is sound accounting 
when the economy is strong is unsound when 
the economy is weak. One can conjure up a pic- 
ture ofa standard setting body wetting its collec- 
tive finger and holding it up to the wind to see if 
it is blowing hot or cold, and then formulating a 
standard accordingly. 


T — 


~~ 


GAAP VS RAP 


The recent debate about GAAP vs RAP (Reg- 
ulatory Accounting Practices) in connection 
with the savings and loan association (SLA) 
fiasco has provided another striking example of 
the subversion of accounting to supposedly 
serve social ends. Generally accepted account- 
ing principles clearly require that ifa financial in- 
stitution is insolvent, its financial statements 
should show it as being insolvent. But various 
regulatory accounting devices have been used 
to hide the fact of insolvency. One device was to 
disguise the negative net worth of insolvent SLAs 
taken over by sound institutions as goodwill in 
the balance sheets of the acquirers. Another de- 
vice was legalized in the Competitive Equality 
Banking Act of 1987. "Under this Act, agricul- 
tural banks may be permitted for regulatory pur- 
poses to defer and amortize loan losses over a 
period of up to 7 years, rather than recognize 
such losses immediately. In addition, regulators 
may permit an agricultural bank to reappraise 
real estate or other property acquired as a result 
ofa default on an agricultural loan and defer such 
losses, if any, and amortize over a period of 7 
years."! 

The statements prepared for use by regulators 
that incorporated these devices did not purport 
to comply with GAAP. Their only purpose was to 
preserve an appearance that the SLA or bank that 
was in trouble was complying with regulatory 
requirements that, if breached, would require 
the institution to be closed down. Thus, in the 
long run, they may have contributed to the mag- 
nitude of the insolvencies. Of course, it would 
have been just as easy, and certainly more hon- 
est, for the regulators to waive or relax the reg- 
ulatory requirements, but that would have made 
the fact of insolvency, or at least losses, apparent. 


.— APLEA FOR NEUTRALITY 
There should by now be no doubt as to how I 
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view the accounting radicals and accounting 
activists. I believe they are both misguided, 
though for different reasons. The radicals really 
want to change society, and accounting is 
merely incidental to that desire. The activists 
want to use accounting to change society, usu- 
ally in quite small ways, or they want to preserve 
the status quo by obstructing change. Accoun- 
tants, as citizens, should be as much concerned 
to bring about desirable changes in society or to 
prevent undesirable changes as anyone else. But 
as accountants that is not their job, and they have 
no special expertise in that direction. Their job 
is to portray certain aspects of society, not to 
change it. There are other and better ways to do 
that. 

If accounting is to retain any credibility — and 
without credibility it is worthless — its guiding 
light must be neutrality in financial reporting. 
The FASB has defined neutrality as the "absence 
in reported information of bias intended to 
attain a predetermined result or to induce a par- 
ticular mode of behavior." This is a guidepost 
that all standard setting bodies should follow, 
and the FASB's record in this respect has been 
good. Dennis Beresford, the chairman of the 
Board, reaffirmed the importance that the Board 
attaches to this concept in an address on 1 
November, 1988 to a gathering of financial 
executives. "Neutrality", he said, "is written into 
our Mission Statement as a primary considera- 
tion. And the neutrality concept dominates 
every Board meeting discussion, every informal 
conversation, and every memorandum that is 
written at the FASB." 

In a May 1986 address by Arthur Wyatt, then a 
member of the FASB, there isa clear recognition 
that neutrality is not always easy to achieve. 


The Board believes that its conclusions should be as neut- 
ral as they can be when considering the various compet- 
ing interests within our society .... Being neutral in this 
activity does not mean being unaware of potential conse- 
quences, but it does mean focusing on the accounting 
and economic issues and submerging other biases that 
might influence the conclusions reached ... As private 


"Proceedings of tbe October 8, 1987 Roundtable Discussion on Generally Accepted Accounting Principles and Regulatory 
Accounting Practices, ed. jerry Arnold (Los Angeles: SEC and Financial Reporting Institute, School of Accounting, University 


of Southern California), p. 59. 
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sector standard setters . . .. our mission is to establish and 
improve standards of financial accounting and reporting 
so that decision makers have available credible, concise, 
and understandable financial information. That mission 
precludes placing any particular interest above the in- 
terests of the many who rely on financial information 
(Wyatt, 1986). 


I draw attention to Wyatt’s recognition that 
neutrality means “submerging other biases that 
might influence the conclusions reached.” Radi- 
cals like Tinker question whether reported in- 
formation can ever be neutral, because the pre- 
parer will always have some biases that will 
creep in. The bias may be due to a desire to avoid 
taxation, or to increase managerial bonuses, or 
to keep reported profits down to avoid public 
censure for overcharging, or, for those who see 
accounting as an instrument of the class struggle, 
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to benefit capital at the expense of labor. It is 
perhaps true that perfect neutrality of informa- 
tion can never be achieved. But it would be as 
foolish to stop seeking it on that account as it 
would be to stop trying to reduce air and water 
pollution because completely pure air and pure 
water can never be attained, or to stop seeking 
fair-minded judges on the ground that no human 
being is entirely free from bias, or (to return to 
an analogy that I used earlier) to stop esteeming 
journalists who know the difference between re- 
porting and editorializing. We know how much 
credibility newspapers have in totalitarian coun- 
tries. If those responsible for regulating account- 
ing ever abandon neutrality as a guiding light, ac- 
counting will have lost all value as a provider of 
useful information. It would then be no more 
than an exercise in futility. 
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Abstract 


' Can we accept the arbitrariness of signification — speaking, writing, and other symbolic forms — without 
jettisoning the quest for a rational authority for adjudicating validity claims? This paper outlines a 
philosophy of praxis or practical reflexivity that recognizes the arbitrariness of signification, yet par? passu, 
retains a rational basis for warranting social (accounting). practice. The paper begins by critiquing David 
Solomons’ concept of Representation Faithfulness — a quintessential correspondence theory.of accounting 
knowledge — and proceeds to outline a philosophical alternative of praxis or practical reflexivity. For the 
latter, truth is not merely a scholastic or technical artifact, but an element that is unavoidably integral to 
social action. We inevitably make the world mean; practical reflexivity seeks to warrant our actions in terms 
of heightening social contradictions, as a means of developing the historical and social context. 


David Solomons is an evangelist, not a positivist. 
He does not say that accounting #s neutral; only 
that it should be. We might agree on this point, 
provided his “neutrality” was tempered and in- 
formed by a notion of social justice that acknow- 
ledged the diversity of conflicting social in- 
terests invested in accounting situations, and 
that accounting inevitably takes sides in such 
conflicts. A candid admission by David Solomons 
of accounting’s partisanship in social conflicts 
would then open up for investigation how we 
might make the accountant’s choice of sides a 
deliberate and systematic one: a choice that is 
socially reflective and critically self-conscious. 

Unfortunately, Solomons never undertakes 
this kind of analysis. Instead, he relies on spuri- 
ous analogies about cartography, speedometers, 
and journalism in an attempt to legitimatize the 
neutrality of the FASB and the status quo. Below 
I question the validity of these analogies and the 
fallacious notion of financial cartography that 
springs from them. 

Remembering Jim Jones, and Jim and Tammy 
Bakker, we must be mindful that évangelists 
have a checkered history. In David Solomons' 
case, I will argue that his failure to appreciate the 
radical accounting literature leaves him closer 


to Canute than to Moses in his call to reverse the 
tide. of radical accounting thought. 


THE ASSUMPTIONS OF FINANCIAL 
CARTOGRAPHY 


The essence of Solomons' financial cartog- 
raphy is that accounting should confine itself to 
accurately measuring and reporting the monet- 
ary values associated with market transactions 
(Solomons, 1978, 1986, 1991). Financial sym- 
bols are the ultimate data for Solomons because, 
for him, they "faithfully represent" economic re- 
ality. Accordingly, he opposes those who ques- 
tion the integrity-of financial symbols by trespas- 
sing beyond the market realm to their political 
and social underpinnings. These are areas in 
which, he argues, accountants have "no special 
expertise" (Solomons, 1991). 

Solomons believes that economic reality 
exists, independent of our apprehension of it, 
and that this is the ultimate touchstone of truth- 
fulness and accuracy for accounting symbols 
(Solomons, 1991). While bias, distortion and 
“noise” may interfere in short term reporting, 
economic reality eventually prevails in business 
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performance and survival. Thus, for Solomons, 
accounting sbould report on this underlying 
economic reality (Solomons, 1986, p. 245). 

Solomons makes two implicit assumptions in 
asserting a tractable correspondence between 
financial symbols and their reality-referent: First, 
an epistemological assumption (Philosophical 
Realism ) and second, an economic and social as- 
sumption (“The Completeness of the Economic 
Realm"). Consideration of the first dominates 
this paper; the second is reviewed only briefly 
and tangentially. 

Philosophical Realism rests on the premise 
that Reality exists — “out there” — and is unam- 
biguously and faithfully expressed in a system of 
signs or symbols (Tinker et al., 1982; Lehman & 
Tinker, 1987; Chua, 1986; Hines, 1988, 1989; 
Solomons, 1978). Solomons uses several 
analogies to underscore this point: He argues 
that accounting should emulate a well-calib- 
rated speedometer in clocking the real econ- 
omic “roadspeed” of a business entity (Sol- 
omons, 1978, p. 37); that it should adopt jour- 
nalistic standards and report — not make — the 
news (Solomons, 1991); that it should convey 
thoughts impartially like a telephone system 
(Solomons, 1991) and finally, that it should 
strive for the standards of cartography by devis- 
ing neutral accounting maps of economic reality 
(Solomons, 1978, p. 35). Figure 1 below surn- 
marizes Solomons' notion of Representational 
Faithfulness or Philosophical Realism. 

Representational faithfulness (Philosophical 
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Epistamic Metamethodological 

Level criterla 
umet fatthfulness) 

Sclentiflc Accounting 

Level theory and practice 

Reality Economic reality 


Fig. 1. Representational faithfulness. 


Realism) indicates a correspondence between 
the levels in Fig. 1. Thus Solomons appeals to ac- 
countants to effect a correspondence between, 
on one hand, the scientific level of accounting 
theory and measurement and, on the other hand, 
the "events" in economic reality. Accounting is 
held to be akin to journalism, cartography, and 
speedometry in that we are presumed able to 
find and extract pure, uncorrupted, neutral 
“facts” from Economic Reality.! The criterion 
selected by Solomons for instigating this corres- 
pondence is shown at the highest (Epistemic ) 
level in the figure: Representational Faithful- 
ness.? 

Solomons’ second premise, the “complete- 
ness” of the economic realm, actually encompas- 
ses a nest of assumptions: First, an economic ver- 
sion of the Realist Assumption, that accounting 
data is complete in that it can faithfully represent 
the underlying economic reality.’ Second, that 
the accounting symbols of business “survivabil- 
ity” are complete in that they sum up all relevant 
interests of members of a community, and do so 


"The assumption (examined later) is that these levels are independent of cach other. Indeed, this independence is a 
precondition ofa correspondence theory of knowledge if vicious circularity is to be avoided (Quine, 1980; Chisholm, 1965 ). 
If the levels are not independent — if one level were partially included in the other — then one could no longer serve as an 
epistemological point of reference for the other; it would be a tautological appeal of validation to an image of itself (Gunn, 
1989; Quine, 1980; Tinker, 1988). 


*This epistemic choice is parachuted-in from “outside” the framework. Criteria for endorsing this preference are largely 
unexamined. True, Solomons does consider a few alternatives to Representational Faithfulness (e.g. market efficiency, Beaver 
& Dukes, 1972, p. 321; the economic capture view, Stigler, 1971; Peltzman, 1976; Watts & Zimmerman, 1978, 1979); but he 
rejects them using a range of ad boc and often contradictory criteria (Solomons, 1978, pp. 36—39; Johnson, pp. 147—150). 
Moreover, meta-level criteria themselves require a justification that Solomons does not provide; hence we will see 
subsequently that while his choice of Representational Faithfulness resolves one problem (vicious circularity) it raises 
another: of infinite regress (Quine, 1980; Gunn, 1989). 


>A8 Hall notes, "reflective" is a better word that “representational” to characterize Solomons’ kind of viewpoint because “re”- 
presentational implies the very notion that Solomons rejects: that the symbol itself may be formative in reconstituting the 
meaning of the message (Gurevitch et al., 1982; Hall et al., 1978; Hall, 1980, 1983a, b, c, 1985). 
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in an expeditious manner (Solomons, 1991). 
Third, the economic realm is complete in that it 
can be resolved separately from the political 
realm, and that it is possible to “do accounting” 
in an apolitical manner (Solomons, 1991). If 
these assumptions do not hold, Solomons’ case 
for financial cartography begins to unravel.” 


CRITIQUE OF (TELE )PHONOCENTRICITY 


Consider the commonsense examples Sol- 
omons offers to bolster his case for financial car- 
tography: journalism, map-making, speedo- 
metry, and telephone communications. Does 
the telephone really, “convey one parties 
thoughts to the other’? (Solomons, 1991). 


Surely, the telephone doesn’t convey “thoughts” 


but what people say. Thoughts and words may 
be made to differ, intentionally or otherwise. 
Even if words are like those of Lavinia in Shakes- 
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peare’s Titus Andronicus — “the pure engine of 
thought" — there is no guarantee that they will 
conform to “what is understood"? The tele- 
phone is selective, and inevitably reflects in- 
tended and unintended biases (Ryan, 1982; 
Arrington & Francis, 1987, 1989).’ 

Solomons’ automobile speedometer analogy 
poorly reflects financial reporting situations. 
The example would be more appropriate if the 
speedometer was wired to the local police sta- 
tion to monitor the driver’s speed. Drivers 
would then be tempted to tamper with 
speedometer readings to avoid detection and 
prosecution, and thus would be subject to the 
same “incentives-to-cheat” as managers who 
produce financial reports. Such a rewiring 
would dramatically increase the incidence of 
tampering, as rental car companies have found 
when they base their charges on odometer read- 
ings. The scale of the multimillion dollar radar 
detection business indicates the pressures on 


“This assumption has several components: it refers to the market's level of informational efficiency (semi-strong or strong 
form } the absence of any delayed, second-to-rth-order effects, and the absence of any serious distributional problems not 
reflected in market aggregates. The assumption allows Solomons to confine himself to the financtal statements as the products 
of accounting and not concern himself with the second and third-order “economic consequences” of accounting disclosure 
(Solomons, 1991; Zeff, 1978.) 


*Solomons never addresses the widespread scepticism about market completeness and market efficiency. His response to 
Zeff, who was one of the first to underscore the politicization and capture of the FASB, completely misses the point 
(Solomons, 1986, p. 236). While Zeff might agree that, “the FASB would surely preside over its own demise if it were to... 
make decisions primarily on other than accounting grounds” this assumes that Zeff, and critical academics, are dedicated to 
the preservation of the FASB. This was certainly not a premise of Paper Propbets. Charles Lindblom, past president of the 
American Political Science Association, speaking at an AAA meeting, typified the scepticism surrounding Solomons’ market 
completeness assumption in noting that, in an age when the sales turnover of many conglomerates exceed the GNP of many 
UN members, it is absurd to accept “voting-with-dollars” as an adequate substitute for a democratic form of regulation of 
monopoly institutions (Lindblom, 1982, 1984). 


‘Solomons admits that “selectivity” in communication exists but, “the need to be selective ... does not normally rob [it] of 
neutrality” (Solomons, 1977, p. 35). Bias, in contrast, occurs when measurements are “selected with particular political ends 
in mind” (7bíd.). This distinction is meaningless because it boils down to the "intent" of the individual. It means that provided 
the thoughts of the greatest Machiavellian bigot were free of political intrigue and machinations, she could only enunciate 
neutral statements, according to Solomons. 


‘In his much celebrated critique of reflective approaches, Derrida demonstrates how writing is not reducible to speaking but 
is an independent form of re-presentation. He shows that writing (the signifier) may affect what is said (the signified) and 
instances this by when we are “put on our guard” by committing words to paper (Derrida, 1973, 1978). E. P. Thompson 
provides an earlier example of the irreducibility of different forms of representation (reading and writing) when he describes 
the wrath of an orthodox Wesleyan minister in discovering working children being taught to-write on Sunday in eighteenth 
century Shefficid. Learning to read and thus absorb God’s word was a “spiritual good”, whereas writing was “an awful abuse 
of the Sabbath" and a "secular art" from which “temporal advantage" might accrue (Thompson, 1966, pp. 353—354). For 
Derrida, there is no transcendental and invariant meaning (and thus perfect reflection) because meaning may change with 
the speaker, the situation, and “traces” of previous articulations (“the history of discourses” ). 
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drivers to cheat, and the irrelevence of Sol- 
omons' "Robinson Crusoe type" speedometer 
example.. 

Do we really, “judge a map by how well it rep- 
resents the facts ... not... by the behavioral ef- 
fects it produces”? (Solomons, 1978, p. 35). 
Color and size “distortions” to the Manhattan 
and London subway maps actually facilitate “the 
behavioral effect of” reaching a destination. 
Moreover, maps have frequently been political 
tools in struggles to secure behavioral com- 
pliance. European colonial powers “enlarged” 
their own vicinities and diminished those of 
others. These “errors” have prompted a flurry of 
“corrections” in recent years. Maps are never 
mere miniatures of the original; they are shaped 
by jingoistic, political, recreational, religious, 
economic, technical, and other interests — con- 
sciously intended, and otherwise. As the seman- 
ticist Alfred Korzybski noted, "The map is not 
the territory" (Korzybski, 1950). 

Consider an Australasian map of the world 
that "inverts" centuries of Eurocentric cartog- 
raphy. Eurocentrics will no doubt argue that this 
inversion is inconsequential, provided the globe 
is eventually restored to its "normal" position. 

The 1989 CIA map of Israel no longer shows 
the West Bank as part ofJordan, as did the official 
1978 version. The new map sets standards for all 
U.S. government map-making agencies, and thus 
has important political, economic, and social dis- 
tributional effects (Tbe Jewisb Week, May 5, 
1989, p. 4). 

Recalling David Solomons' observation that 
journalists "should report the news, not make it" 
(Solomons, 1991), we note that the CIA map 
conforms to a new journalistic code. In June 
1989, Israel Broadcasting adopted the biblical 
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names of Judea and Samaria for all future refer- 
ences to the Occupied Territories, banned all re- 
ferences to the Intifada and Chairman Arafat's 
speeches, designated Arabs who collaborate 
with the occupation forces as "peaceseekers", 
and prohibited all positive references to Christ- 
ianity at Christmas time. The director of Israel 
Broadcasting was also fired for failing to comply 
with these reporting standards." 


SOLOMONS' POLITICAL LACUNAE 


David Solomons does not say that journalists 
actually "do" report the news, only that "they 
should". Similarly, he recognizes that bad cartog- 
raphy does occur, and that "the need to be sel- 
ective ... does not normally (although it could) 
rob the map of its neutrality” (Solomons, 1978, 


'pp. 35, 39)? Further, he catalogues a range of 


real and potential violations of Representational 
Faithfulness in accounting: Hawkins's proposals 
to exclude leases from balance sheets and his 
sanction of the "flow through" of the investment 
tax credit; the amortization of actuarial pension 
fund gains and losses; the FASB's adherence to 
historical cost rather than current cost account- 
ing — something he regards as "the primary 
threat to the credibility of accounting standard 
setting" (Solomons, 1986, 1991; Johnson, 1988, 
p. 150). 

How does Solomons account for the variega- 
tions in interpretation of Representational Faith- 
fulness in accounting, journalism, and cartog- 
raphy? In the main, he doesn't. He gives scant 
attention to analyzing transgressions. Like 
Edmund Burke, he seems resigned to the pre- 
sence of a “swinish multitude", but refuses to 


STom Wolff's Bonfire of ibe Vanities provides dramatic examples of the way journalists “make” the news in New York. The 
appearance of a TV news-team at a demonstration guarantees a boom in curious onlookers who then (for news purposes) 
become part of the demonstration. Journalism is part of the phenomenon being reported on; its own actions reconstitute the 


reality it is supposedly meant to describe (Wolff, 1987). 


?Even the late Steven Johnson's sympathetic review of Solomons’ 1986 Making Accounting Policy notes the contradiction 
between Solomons’ commitment to Representational Faithfulness and his trenchant support of current cost against historical 


cost accounting (Johnson, 1988). 


THE ACCOUNTANT AS PARTISAN 


dignify its presence with any systematic theoret- 
ical interrogation.'° 

Research that investigates accounting errors 
and distortions.by exploring their political and 
social structural underpinnings is curtly dismis- 
sed by Solomons. He rejects the Stigler— 
Peltzman notion that regulatory bodies, such as 
the FASB, are captive of the industry they pur- 
port to regulate (Stigler, 1961, 1964a, b, 1971; 
Peltzman, 1976; Tinker, 1984). Likewise, he dis- 
misses Watts and Zimmerman’s derivative con- 
tention that accounting theories are “Excuses”, 
produced in response to effective demand 
(Watts & Zimmerman, 1978, 1979; Solomons, 
1986, p. 240). Regarding Paper Prophets, he re- 
fuses to acknowledge that capitalism, based on 
the asymmetrical relationship of wage labor (re- 
quiring personal participation in production) 
and competitive private property accumulation 
(which does not) is particularly susceptible to 
biases and distortions in financial reporting.” 


ACCOUNTING AS “NEGATING OF THE 
NEGATION” 


By his own admission, Solomons acknow- 
ledges that political forces intrude in the fabrica- 
tion of accounting signs, yet he fails to theorize 
the character of this intrusion in any com- 
prehensive way. Figure 2 unveils the radical 
(critical) accounting alternative that provides 
an opportunity for interrogating what Solomons 
takes as unproblematic. 

Figure 2 contrasts with Fig. 1 because it shows 
epistemological and accounting considerations 
as embedded in social reality. Epistemological 
standards like representational faithfulness, and 
accounting practices like current and historical 
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Soclal reality 


Ep!stemic Accounting 
position theory and method 


Fig. 2. Negation of the negation/practical reflexivity 
in accounting. 


cost approaches, are neither inexplicably pre- 
given nor simple mirror-images of social reality; 
they are both socially constructed and socially 
enactive. Thus, ideas and theories (epistemolog- 
ical and accounting ) are creatures of their times; 
this contrasts to Solomons’ view that takes the 
genesis of epistemological ideals and accounting 
reports as socially “innocent”.’* 

More abstractly, the two figures may be con- 
trasted in terms of the relationships between 
their elements. Figure 1’s elements are hierar- 
chically and analytically related; Fig. 2’s ele- 
ments are interdependent, forming part of a to- 
talizing schema where no one element is domin- 
ant. It follows that Fig. 1 envisages final equilib- 
rium solutions, whereas Fig. 2 posits resolutions 
that are temporary and unstable — a permanent 
state of flux — that requires continual adapta- 
tion to new developments and dialectical move- : 
ments (Dews, 1979, 1986; Ryan, 1982; Hor- 
kheimer & Adorno, 1972; Adorno, 1983; Tinker 
etal., 1982, p. 185; Tinker & Lowe, 1984; Tinker, 
1985, p. 113; Neimark & Tinker, 1986). No one 
element has final priority in the mutual determi- 
nation of Fig. 2. 

Representational Faithfulness (Fig. 1) and 
Practical Reflexivity (Fig. 2) differ in several im- 
portant respects. First, over the Politicization of 
the Accounting Sign; second, in relation to “Im- 
maculate Conception” of Representational 
Faithfulness (to paraphrase Boulding); third, 
concerning Solomons’ Extradition of the Ac- 


“Solomons attributes the FASB's 11 year delay in dealing with pensions (and the even longer delay for postretirement 
benefits) to controversial and political factors, but he fails to theorize the source of the opposition (or more pertinently, the 
beneficial interests that profit from non-disclosure), preferring instead to blame “obstructionists”. 


"Examples of such accounting accommodations are legion in Paper Propbets: the “cost savings” (and concomitant 
contingent liabilities) related to toxic dumping; the overvaluation of bank receivables, representing loans “secured” by bribes 
to corrupt indigenous elites and dictators in the Third World; the mirage of financial viability of savings and loans. Solomons 
ignores these and other examples cited on pp. 3-78 and 179—207 of the book. 


'’The approach summarized in Fig. 2 has been described in the literature as “negation of the negation” (Cooper, 1983; Tinker 
et al., 1982; Tinker, 1985; Lehman & Tinker, 1987; Tinker & Neimark, 1988; Neimark & Tinker, 1986; Knights & Willmott, 


1983, 1985; Gunn, 1989; Hopper et al., 1987). 
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counting Citizen; and lastly, in the understand- 
ing of David Solomons: Partisan or Evangelist? 
Each of these differences is expanded below. 


Politicizing the accounting sign 


Solomons acknowledges the actuality of polit- ` 


ical compromise, and, “the subordination of 
faithful reporting to. . . what is politically accept- 
able". His response to this deleterious state of af- 
fairs is curiously Utopian however. He offers 
only a “hope” that, “If, one day that constituency 
becomes more enlightened . . . faithful represen- 
tation will prevail” (Solomons, 1991). What so- 
cial and political conditions constitute this lack 
of enlightenment, and what would be necessary 
to bring "obstructionists", “activists”, and “radi- 
cals” out of the cave into the light, are never ar- 
ticulated by Solomons. He never theorizes their 
social presence in any systematic fashion, rather 
he retreats into wishful thinking. 

In so far as Solomons contemplates “the polit- 
ical”, it is in terms of crude stereotypes, per- 
sonified by Big Brother (the government, à la 
David Hawkins) and lunatic fringe radicals who 
"really want to change our present form of soci- 
ety" (Solomons, 1991). He sirens unrelentingly, 
"the subversion of accounting to supposedly 
serve social ends", notwithstanding the parade 
of “sleeze” and  influence-peddling in 
Washington, perpetrated by representatives of 
business interests. Does it require “special ex- 
pertise” to note that HUD corruption, Pentagon 
“consulting-kickbacks”, Wedteck bribes, and a 

. $40 billion fraud component of the savings and 
loans débácle, were perpetrated by Reagan ap- 
pointees with the auditor’s blessing? 

Solomons’ political “analysis” does not 
examine the power wielded by business- 
financed PAC’s over publicly elected officials 
and by industries over their “regulators”. He 
omits to mention that the influence on Capitol 
Hill of the savings and loans lobby group.is legen- 
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dary. They deserve full credit for the “sea of 
goodwill” into which Briloff warned the industry 


would sink; a warning delivered back in 1982 


that was ignored by a congressional committee 
and the FASB (Briloff, 1990). 

Solomons’ crude stereotyping diverts our crit- 
ical attention from the political influence of 
large corporations who have become enmeshed 
in the FASB's bureaucratization and in- 
stitutionalization (Zeff, 1978, 1986; Seligman, 
1982, 1983; Merino & Neimark, 1982; Watts & 
Zimmerman, 1978, 1979; Tinker, 1984; Parker, 
1986; Merino, 1989). 

While Solomons (through Fig. 1) makes no 
mention of the part corporations play in shaping 
FASB disclosure policy, Fig. 2's situation of “ac- 
counting theory and method" as an interacting 
element in social reality, enables us to theorize 

. their pervasive influence. Examples of corporate 
(as well as government) political pressure are 
legion: we need only to remind ourselves of the 
political machinations over the investment tax 
credit (Moonitz, 1966) and the totally in- 
adequate provisions for troubled debt restruc- 
turing, now manifest in the third world debt dé- 


bácle and the savings and loans crisis. The latter 


is the legacy of the pressure applied by New 
York banks to the FASB, to protect the banks 
from the risks of New York City's financial crisis 
(Wriston, 1977, Vol. 1, Part 2, pp. 69—70; Zeff, 
1978, p. 60). 

These examples underscore the discretionary 
power of large corporations, including the dis- 
cretion they exercise over accounting numbers 
to ^make the world mean" to their own political 
advantage (Simon, 1959, 1964; Williamson, 
1963; Machlup, 1967; Chatov, 1975, 1977; 
Briloff, 1970, 1972, 1976, 1981, 1984). There is 
an authoritative semiotic case for recognizing 
quasi-independent (discretionary) status of ac- 
counting "signs": Saussure's Principle of "the ar- 
bitrariness of signs” (Saussure, 1960).'° Saus- 


While language represents the most obvious system of signification, semiotic studies extend to all systems of symbolic 
representation, including accounting signs. Thus, for instance, studies conducted within the semiotic tradition include 
kinship systems and taboos (Levi-Strauss, 1967), myths (Barthes, 1972), dreams (Ellis, 1980), television and newspaper 
media (Blumler & Gurevitch, 1983), advertising (Weedon et al, 1980), James Bond films (Eco, 1973) and accounting 
signification (Lehman, 1985; Lehman & Tinker, 1989, Neimark, 1983, Arrington & Francis, 1987, 1989; Power, 1989; Hines, 


1988, 1989; Robson, 1989). 
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sure’s principle highlights the independence 
(autonomy ) of signification from economic real- 
ity; that the meaning of signs may change with 
the speaker, situation, and “traces” of previous 
articulations (“the history of discourses”) 
(Ravetz, 1984; Derrida, 1976, 1978; Lehman & 
Tinker, 1987; Arrington & Francis, 1987; 
1989).!* 

Saussure demonstrates that there is no natural 
connection between the signifier (sound) and 
the signified (concept). Therefore, the search 
for Representational Faithfulness is futile 
because there is nothing to seek! (Hall, 1980, pp. 
29—32).? In Adorno's terms, there is “no ar- 
chimedean point of origin" for representations 
to be faithful to. Ironically, Solomons himself 
provides one of the most convincing cases 
against representational faithfulness and con- 
firming the arbitriness of accounting signs, in his 
advocacy of current cost over historical cost ac- 
counting. Historical cost is clearly a more accu- 
rate record of “what actually happened". Cur- 
rent cost methods, in contrast, introduce arbitri- 
ness: in choosing the base period, the commod- 
ity basket composing the index, and when to 
periodically update the index. Solomons' per- 
suasive case for current cost accounting is not 
based on representational faithfulness, but its 
"relevance" to informing present decisions 
(Johnson, 1988; Solomons, 1986). 
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Nor does modern semiology support the phil- 
osophy of representational faithfulness. Semiol- 
ogy attempts to explain, in socio-politico- 
psychoanalytic terms, how the social subject 
(and therefore social practices) are constituted 
(Barthes, 1972; Coward & Ellis, 1977; Hall, 
1978, 1980, 1982, 1983a, b, c). This formulation 
accords with Fig. 2, where signs are not dictated 
by a faithfulness to a mythical objective reality, 
but are constituted (and constitute) a conflic- 
tual social world. They invest life (practices) 
with an imaginary relation; the processes by 
which this "imaginary relation" is produced is 
central to semiotic research. 

Solomons remarks that, in relation to radical 
(critical) work, he is, "at a total loss to under- 
stand what other values accountants could use." 
(Solomons, 1991). Notwithstanding the fact that 
many valuation alternatives have been proposed 
(see, for example, Tinker, 1985, pp. 181—203) 
critical theorists and Solomons differ in the ex- 
tent to which they regard money values as the 
quintessence of accounting. Solomons fails to 
acknowledge the importance of the larger pic- 
ture: the broad diversity of practices in the ac- 
counting milieu, including its pedagogic, liter- 
ary, ethical, philosophical, political, economic, 
and aesthetic forms of signification, all of which 
are interpolated by critical researchers. They 
investigate what Solomons takes as nonprob- 


"Derrida's critique of Saussure shows the ideological vent created by the arbitrariness of signs. His work reinforces Levi- 
Strauss's view that, “the world has to be made to mean” (Levi-Strauss, 1977). This has been underscored in numerous semiotic 
studies, such as Hall's research into the media constructed panic over mugging in the U.K., and Eco's analysis of the underlying 
ideological structure of the James Bond novel (Hall et al., 1978; Eco, 1973). Paper Propbets provides analogous lessons: how 
theories of value envehicle some social interests at the expense of others (merchants against artisans, capitalist against wage 
laborer, creditor country against debtor country; polluter against local community, etc. ). 

"Saussure and Derrida's work echoes that work of earlier writers, such as Hegel, Marx, and Gramsci, that has inspired 
research in the critical accounting tradition (Gramsci, 1971; Lehman, 1985; Lehman & Tinker, 1987). Thus, for instance, 

Hegel observed in his Phenomenology of Mind that, ". . . it is the nature of the fact, the notion, which causes'the movement 
and development, yet this same movement is equally the action of cognition" (Hegel, 1966, para. 577). Marx also stressed 
that the materialist role of ideas (science) was “not to describe society but to change it.” 

‘Forms of signification, envisaged in Fig. 2, that have been the subject of critical accounting research include: concepts of 
value (Tinker et al., 1982; Tinker, 1985); ideological trends in accounting research (Lehman, 1985, Okcabol & Tinker, 1989; 
Lehman & Tinker, 1987; Tinker et al., 1988a, b, 1989); social themes in GM’s annual reports over 60 years (Neimark, 1983, 
Neimark & Tinker, 1986; Tinker & Neimark, 1987) the rise of professionalism (Armstrong, 1985, 1987; Loft, 1986) and the 
emergence of the value-added concept (Burchell et al., 1985). Attention has also focused on the manipulation of numerical 

signification, such as the investment tax credit (Moonitz, 1966; Zeff, 1978) takeover and merger rules (Briloff, 1964, 1970, 
1972, 1976, 1981, 1984) pension accounting (Ghicas & Tinker, 19892, b) Third World debt and other such relations (Tinker, 
1980; Cooper, 1980; Tinker & Lehman, 1989). In each case, signs are not assumed to be “faithful” but problematic; this 
research inquires into the social constitution of the numerical sign. 
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lematic: the socio-political constitution and ef- 
fects of accounting signs. . 


The immaculate conception of representa- 
tional faithfulness 

Representational Faithfulness can only be jus- 
tified by a process of infinite regression to ever- 
higher criteria for validation. In this sense, it has 
no final authority and is based on an arbitrary as- 
sumption. Figure 1 illustrates this: When consid- 
ering alternatives to Representation Faithfulness 
— Reliability, Relevance, Timeliness — Sol- 
omons rejects them because they do not satisfy 
a meta-criterion of "usefulness" (Solomons, 
1978). 

But what meta-meta-criterion legitimates the 
meta-criterion of usefulness; especially one that 
doesn’t entertain conflicts between classes of 
people about “usefulness”? Even if we were to 
answer this question satisfactorily, it only invites 
another about what criterion to employ at the 
next higher level, and the next, ad infinttum. 
This is infinite regress; Solomons’ criterion of 
Representational Faithfulness is ultimately 
founded on an unexamined (arbitrary ) premise 
(Gunn, 1989; Quine, 1980; Chisholm, 1985). 

Figure 2 eschews the problem of infinite re- 
gress by not appealing to an absolute criterion 
like Representational Faithfulness. Instead, it 
shows epistemological criteria emerging from a 
dialectical interplay with contemporary social 
and scientific practices (Allen, 1975; Ollman, 
1978; Gunn, 1989; Tinker & Neimark, 1988). 
This socially relative character of epistemologi- 
cal criteria is evident in the turmoil of scientific 
revolutions at times of social upheaval and 
crises: Edmund Burke's theoretical appeal for 
democratization came in response to growing 
social discontent; Adam Smith provided a 
theoretical justification for breaking feudal co- 
venants and advancing a laissez-faire ideology, 
Marx offered an explanation of the disturbing so- 
cial consequences of capitalism, Marginalism 
was a counterblast to Marxism by asserting tbe 
productivity of private property (Capital) 
(Allen, 1975; Tinker & Lowe, 1984, p. 45). 

There has been a wealth of critical accounting 
research that affirms the dialectical origins of ac- 
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counting theory and epistemology and thereby 
rejects the Immaculate Conception of Represen- 
tational Faithfulness (see for instance, Tinker et 
al., 1982; Williams, 1987; Chua, 1986; Hines, 
1988, 1989; Sikka et al., 1989; Hopper et al., 
1987; Willmott, 1986, 1989; Puxty & Laughlin, 
1988, Jackson & Willmott, 1987; Knights & 
Willmott, 1987; Knights, 1989). 


Deportation of the accounting citizen 
In ominous tones, David Solomons sirens the 
dark side of Paper Prophets: that “radicals” really 
want to change society, and accounting is 
merely incidental to that desire.” (Solomons, 
1991). He concludes that, accountants “have no 
special expertise" in changing society (ibid. ). 
Elsewhere, David Solomons states that, “ac- 
counting theory has no other purpose than to 
contribute to social welfare by providing society 
with useful information.” (Solomons, 1986, p. 
245). How would he have accountants contri- 
bute to “social” welfare without the capacity to 
envisage the various forms of “social” that are 
possible? It would seem that, against Solomons’ 
advice, accountants must acquire social “exper- 
tise” in order to accomplish what he urges. 
Solomons’ polemic against “radicals” eventu- 
ally recedes into hyperbole. Seeking an honora- 
ble and responsible social role for accounting 
does not imply that critical theorists believe 
that, “most of the sins of capitalism . . . are visited 
on the heads of accountants” (Solomons, 1991) 
or that violent overthrow is desirable (“chang- 
ing society as we know it”). Rather, it involves 
acknowledging responsibility for actions that re- 
verberate beyond the confines of Solomons’ re- 
strictive conception of “economic welfare". 
Figure 2 and the critical accounting literature 
offers Solomons some relief in showing how "ac- 
counting theory ... [might]... contribute to so- 
cial welfare." It points to superior tools of analy- 
sis because: First, it admits social — not just 
economic — reality into the picture (Tinker e£ 
al., 19882, b, 1989; Hopper et al., 1987); Second, 


it does not assume that "social welfare” is a 


monolith, but admits the possibility of there 
being conflicting social welfares, and that ac- 
counting — inevitably — preferences some, and 
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not others (Tinker, 1980; Cooper, 1980, 1983; 
Cooper etal., 1981; Berry etal., 1985a, b; Tinker 
et al., 1982; Knights & Collinson, 1987 ); Third, it 
rejects Solomons’ dualism of accounting versus 
citizenship — leading to his “Extradition of the 
accounting Citizen” — by showing that account- 
ing is integral to social change. 

Solomons’ claim that accountants “have no 
special expertise” in social analysis is something 
of a self-fulfilling prophecy. Social illiteracy 
among accountants is attributable to the disabl- 

ing, technocratic, asocial education, endorsed 
by Solomons’ own restrictive conception of the 
subject. Indeed, when confronted with calls for 
educational reform in Paper Prophets, he dismis- 
ses them with the remark that they reinforce 
“my view that it is society that is really the focus 
ofhis attack, not accounting” (Solomons, 1991). 


IMPLICATIONS: EVANGELIST OR PARTISAN? 


Like the dualisms encountered in David Sol- 
omons’ paper (accounting and citizenship, ac- 
counting and society, accounting and politics) 
the dichotomy between evangelizing and par- 
tisanship is also false. 

Solomons himself underscores the fallacies of 
Representational Faithfulness (Fig. 1) and con- 
firms the validity of Practical Reflexivity or Ne- 
gation of the Negation (Fig. 2). His writings in- 
stance how accounting reports depart from the 
underlying economic reality — in pensions ac- 
counting, in postretirement benefits, in current 
cost versus historical cost accounting, etc. Yet, 
while admitting to these discrepancies, he fails 
to faithfully represent to us the social conditions 
that reproduce them; he is silent about political 
constitution of accounting signs. 

This lacuna is not surprizing however 
because, "the world has to be made to mean", 
even for David Solomons, and this . objective 
even transcends that of faithfully representing 
the political underpinnings of accounting signs. 
The meaning "made" by Solomons, in censoring 
tbe political underpinnings of FASB sign-making, 
is to promote a market vision of economic regu- 
lation that masks the role of large corporate 
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bureaucracies in shaping accounting disclosure. 
Far from being Representationally Faithful, his 
posture is both evangelical and partisan — albeit 
unintended — in advancing specific economic 
interests and beneficiaries. 

Solomons advises accountants to behave like 
schizophrenics and develop multiple (and inde- 
pendent) personalities — as citizen, as family 
person, as philanthropist, as political actor, as 
ethical agent, as advocate, and as accountant. 
These personalities must be kept in different 
psychic cages, making the accountant akin to the 
Robinson Crusoe nomad of neoclassical econ- 
omics. 

Figure 2 presents the counter view: that of a 
social world where roles are inextricably in- 
tertwined and conflicting, and where the indi- 
vidual needs to develop a social self-conscious- 
ness for transcending conflicts. The same ac- 
counting individual often appears on several 


sides in the same dispute, and without a self- 


awareness about her role interdependencies, 
may ultimately contribute to her own repression 
and exploitation! An auditor who sanctions 
exhorbitant consulting fees for ex-federal 
employees officials (so that a client can gain 
sales orders) may devalue the integrity of the 
public institutions on which he depends. A 
financial advisor who assists investors to profit 
from a low-cost technology may be helping to 
pollute her own community environment. A 
controller who encourages his firm to relocate 
production abroad to save labor costs, may di- 
minish U.S. employment and thus aggregate 
demand for U.S. products — including his own 
firm's. A tax consultant who successfully lobbies 
against child care funding may arouse the hostil- 
ity of a house-bound spouse. An accounting 
academic who devises better methods of man- 
agement control may ultimately contribute to 
her own surveillance at work ( Lehman & Tinker, 
1989). 

The successful individual is not a schizop- 
hrenic, but one who apprehends and mediates 


.the dialectical interplay of contradictory roles. 


This is the philosophy of practical reflexivity, ne- 
gation of the negation, or praxis. As Antonio 
Gramsci puts it: "The philosophy of praxis is con- 
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sciousness full of contraditions in which the 
philosopher himself, understood both individu- 
ally and as an entire social group, not merely 
grasps the contradictions, but posits himself as 
an element of the contradictions and elevates 
this element to a principle of knowledge and 
therefore of action” (Gramsci, 1971, pp. 243). 
History cautions us with many tales about the 
fate of messengers who betray their trust. In the 
1700s, two French priests who doubled as emis- 
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saries, Father Le Vacher and Father Montmesson, 
were cannonballed over the Mediterranean by: 
irate Turks as a response to a French diplomatic 
initiative, delivered from the fleet waiting 
offshore. This salutary variant on "shooting the 
messenger" should serve as a warning to the pro- 
fession: its social self-awareness ofthe contradic- 
tions that beset it is woefully inadequate; unless 
it acts expeditiously it may also suffer a spectacu- 
lar martyrdom. 
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Abstract 


Tinker's reply reveals a striking difference between us over the nature and purpose of accounting. He sees 
accountants as participants in social conflicts; I see them as providers of information to the participants. His 
rejection of the very possibility of faithful representation is self-defeating. He confuses the accountant's role 
as information provider with his/her (sometime) role as manager. Though purporting to offer alternatives 
to market values, he fails to do so. He inveighs against evils that have nothing to do with accounting, drawing 
attention away from representational failures that we both deplore. 


Tinker’s reply to my paper is so full of misrep- 
resentations of my position and of philosophical 


obfuscation that a full reply would have to be 


longer than any editor would tolerate. ï shall try 
to keep this rejoinder short and (with difficulty ) 
free from the kind of epithets that pepper his 
paper — "spurious", "fallacious", "sirens unre- 
lentingly", "crude stereotypes”, “polemic”, 
“hyperbole”, and the like. I shall also ignore quib- 
bles, such as whether the telephone communi- 
cates words or thoughts. There are more import- 
ant matters to debate. 

First to establish the fact of misrepresentation, 
I need only quote passages like the following 
from Tinker's paper: "When considering alterna- 
tives to Representational Faithfulness — Relia- 
bility, Relevance, Timeliness — Solomons re- 
jects them because they do not satisfy a meta- 
criterion of 'usefulness' ". This is plain nonsense. 
The relationships among these qualitative 
characteristics of accounting information are 
carefully discussed in the FASB's Concepts State- 
ment No. 2, most of which I wrote, and in Chap- 
ter 5 of my Making Accounting Policy. If Tinker 
can read that as rejection, he is beyond my help. 
Nor am I aware that I have ever "curtly dismis- 
sed" research "that investigates accounting 
errors and distortions", though of course he and 
I may not always agree about what is an error or 
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distortion or about what constitutes research. 
There are other misrepresentations of my posi- 
tion in bis paper, but further examples would 
waste valuable space. 

At the end of this debate, we are as far apart as 
ever. Tinker and I simply have different notions 
of what accounting is about. I think its function 
is to convey unbiased information on which 
users can base their own decisions. I acknow- 
ledged in my paper that, accountants being 
human, the avoidance of all bias may not always 
be achieved; but that should be the aim. For 
linker, accounting is "capitalism's prime ad- 
judicator in social conflict" (Paper Propbets, p. 
205). An adjudication is a decision. Tinker wants 
accountants to make the decisions tbat I think 
should be left to the users of financial reports. 

Tinker's discussion of professional "schizo- 
pbrenia" is illuminating. He seems to think it is 
unethical for a controller to "encourage his firm 
to relocate production abroad to save labour 
costs”. But that is not the issue I thought we were 
debating. The issue is whether the controller 
should feel free to prepare figures of the com- 
parative cost of producing at home and abroad. I 
would argue that he would be remiss not to do 
so, assuming, of course, that all the costs of relo- 
cation were included in his computations. The 
decision about relocation would then be taken 
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by the management, possibly including himself 
as a member of it. What Tinker calls schizo- 
phrenia I call professional integrity. Should doc- 
tors not attend to victims of gang warfare or 
AIDS because they disapprove of the behavior of 
these patients? Should lawyers never defend un- 
popular clients? If doing business in South Africa 
is more profitable than doing business in 
Nicaragua, should an accountant not report ac- 
cordingly? Note that I say “report”, not “advise”. 

Representational faithfulness is at the root of 
our differences. I think it is central to account- 
ing's mission. Tinker simply dismisses it. ". . . the 
search for Representational Faithfulness is futile 
because there is nothing to seek!" He then states: 
"Ironically, Solomons himself provides one of 
the most convincing cases against representa- 
tional faithfulness and confirming the arbitrari- 
ness of accounting signs, in his advocacy of cur- 
rent cost over historical cost accounting. Histor- 
ical cost is clearly a more accurate record of 
‘what actually happened’ ". If there is indeed “no- 
thing to seek”, we are really in bad shape, unless 
we are all willing to become solipsists, and dis- 
miss the external world as fantasy. If signs are 
"arbitrary" and are “independent” of what is 
being signified, then we are all beating the air, 
including tbe pbilosopber who makes such a 
statement, for bis signs are also independent of 
the reality that be is vainly trying to depict. 

As for historical cost accounting, it does in- 
deed give an accurate record of some of the 
things that happened in the past, but it fails to re- 
cord other relevant events (e.g. relative value 
changes, price level changes) that may super- 
vene between the date of a transaction and the 
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Tinker evades my statement that “I am at a 
total loss to understand what other values [be- 
sides market values] accountants could use” in 
financial reporting. He asserts that “many valua- 
tion alternatives have been proposed”, and he re- 
fers the reader to pp. 181—203 of Paper 
Prophets. I re-read those pages carefully. I found 
much about the seamy side of business — pollu- 
tion, bank failures, the mounting burden of LDC 
debts — but not a word about valuation alterna- 
tives to market values. The emperor simply has 
no clothes. 

It is unecessary for Tinker to assert that ac- 
counting measures are "socially constructed and 
socially enactive". Of course they are. That is 
why it is important to make them, to the best of 
our ability, representationally faithful. The same 
is true of other socially important measures such 
as the census, price indices, measures of GNP, or 
statistics of road deaths following a change in the 
speed limit. It is irresponsible to argue that these 
should seek to do anything but represent what 
they purport to represent. If Tinker were con- 
cerned to identify representational failures, the 
difference between us would largely disappear. I 
do not deny the existence ofsuch failures. But to 
pin onto accounting failures blame for "influ- 
ence peddling in Washington, ... HUD corrup- 
tion, Pentagon consulting kickbacks, Wedtech ` 
bribes ...” etc., whether perpetrated by Reagan 
appointees or anyone else, is to exhibit a woeful 
lack ofa sense of proportion. It only draws atten- 
tion away from accounting shortcomings that it 
should be our concern to rectify. 
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THE FASB'S CONCEPTUAL FRAMEWORK, FINANCIAL ACCOUNTING AND 
THE MAINTENANCE OF THE SOCIAL WORLD 


RUTH D. HINES* 
Macquarie University, Sydney 


Abstract 


This paper addresses the functional failure of the FASB’s Conceptual Framework. It suggests that the reason 


for the problems encountered by the FASB in its CF project (and those encountered in other CF projects), 

is that the FASB CF is elaborated around a highly problematic conception of the relationship between 
financial accounting and economic reality. The CF involves a process of mundane reasoning around a 
central incorrigible proposition of our society, that social reality exists objectively and intersubjectively. 

This paper draws on anthropology to show that this assumption of a concrete, objective social reality is a 
product of everyday reasoning such as that of the FASB members. A Comparison of the FASB’s reasoning 

about economic reality, with the reasoning of the African Azande about their poison oracle reality, shows +" >` 
how those two realities are both socially maintained by the same process of commonsense reasoning. A C 
number of important implications follow which extend beyond CFs ‘and financial accounting practices. 


These implications relate to the essential culture and value-dependency of logic, reasoning and rationality, 
and have attendant inferences for the potential role of accounting researchers in influencing society rather 
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A picture . . . held us captive. And we could not get out- 
side it, for it lay in our language and language seemed to 
repeat it to us inexorably (Wittgenstein, 1953). 


À number of Conceptual Framework (CF) pro- 


jects have been undertaken in the U.K., US.A., 


Canada and Australia. À recent and major CF is 
that ofthe Financial Accounting Standards Board 
(FASB). In terms of the resources devoted to it, 
and the length of time over which this project 
extended, the FASB's CF is perhaps the major CF 
project so far undertaken. 

However, writers adopting a functionalist per- 
spective have criticized the CF for not fulfilling 
its functional objectives, principally that of pro- 





viding a basis for guiding standard-setting andre- 
solving accounting controversies.’ Authors such 


as Dopuch & Sunder (1980) have questioned - | 


why, given the lack of impact that CF's have had 


‘on the determination of accounting standards, 


"members of the profession and corporate man- 
agers continue to contribute time and money to 
the process of developing a conceptual frame- 
work?" (p. 19). This question is still relevant in 
the light of recent work proceeding on CFs in 
Canada and Australia. 

This paper represents an attempt to shed 
some light on this question. It starts from the 
premise that the meaning and significance of CF 
projects is not so much functional and technical, 


*The author gratefully acknowledges the very helpful comments and suggestions on 2 previous versions of this paper by two 
anonymous reviewers, Jere Francis, James Guthrie, Graham Partington, Ken Peasnell, Peter Robinson, Ian Stewart, Gary ' 
Sundem, Greg Whittred and, in particular, Hugh Willmott for drawing her attention to the work of Pollner (1974, 1989). | 
Also, participants in seminars at Macquarie University and the Copenhagen Business School, the 1987 Conference of the 


| 


Accounting Association of Australia and New Zealand, and the 1989 Conference of the American Accounting Association. 


! See Agrawal, 1987; A etar 1987; Dopuch & Sunder, 1980; Gerboth, 1987; Hines, 19892; Joyce et äl, Á oe 
Redding, 1986; Peasnell, 1982; Rogers & Menon, 1985; Solomons, 1986, Í 
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but rather social and cultural. Financial account- 
ing practices are implicated in the construction 
and reproduction of the social world? and it 
would seem to follow, as suggested by several 
authors,” that CF projects similarly play a part in 
the process of the social construction of reality. 

The CF includes five discussion memoranda, a 
tentative conclusions document, seven expo- 
sure drafts, a series of eight research studies, and 
a number of public hearings involving preparers 
and users of financial statements ( Miller & Red- 
ding, 1986, p. 97). Thus it is an important dis- 
course about the practice of financial account- 
ing, analysis of which can lead to insights into the 
constitutive nature of both accounting practices 
and reasoning processes. 


MAJOR PROBLEMS ATTENDING THE FASB'S 
CONCEPTUAL FRAMEWORK 


Whilst it would be an overstatement to say 
that the FASB's Conceptual Framework is a com- 
plete failure, certainly the CF project has been 
and is still, from a functional point of view, highly 
problematic. Difficulties surrounded the formu- 
lation of the CF, and now that the project is appa- 
rently complete, or is at least for the time being 
at a standstill,* difficulties surround its opera- 
tionalization. 

Similarly to many previous attempts to formu- 
late a CF, formulation of the FASB's CF was 
marked by dissension amongst the board mem- 
bers. This dissension reached a climax with 
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SFAC No. 5 (FASB, 1984), which deals with the 
crucial issues of recognition and measurement 
— what to put in financial statements, when to : 
put them there, and what amounts to associate 
with them. 

The board was divided especially with respect 
to the question of whether statement No. 5 
should endorse the status quo, that is, the his- 
toric cost system, or whether it should forge 
change, that is, endorse current market valua- 
tions. Due to the impasse of dissenting opinion 
on the board and the lobbying of interest groups, 
the statement that was eventually produced 
merely described five different valuations that 
are presently used in practice and non-commit- 
tally stated (para. 70) that "this concepts state- 
ment suggests that use of different attributes will 
continue". 

Additionally, as Solomons (1986, p. 124) 
points out, SFAC No. 5 fails to deal with difficult 
but crucial issues such as an analysis of the earn- 
ings concept, the recognition of executory con- 
tracts, the treatment of long-term contracts, in- 
ventory valuation, and depreciation. Statement 
No. 5 also contains a variety of contradictions 
(see Miller, 1985, p. 51). Furthermore, tbe CF 
has the deficiencies of incompleteness, internal 
inconsistency, ambiguity, circular reasoning, 
and unsubstantiated assertions (Agrawal, 1987; 
Gerboth, 1987; Hines, 19892; Miller & Redding, 
1986). 

The CF was intended to constitute a body of 
coherent principles which would guide board 
members ín setting standards, and provide guid- 
ance to practitioners in resolving problems that 


?See, for example, Ansari & Euske, 1987; Boland, 1989; Boland & Pondy, 1983; Burchell et al., 1980, 1985; Burrell, 1987; 
Chua, 1986; Hines, 1988a, 1989b; Hopper et al., 1987; Hopwood, 1985, 1987, 1990a; Hopwood & Loft, 1989; Knights & 
Collinson, 1987; Laughlin, 1987; Lehman & Tinker, 1987; Loft, 1986; Miller, 1986; Miller & O'Leary, 1987; Morgan, 1988; 
Neimark & Tinker, 1986; Richardson, 1987; Roberts, 1990; Sikka ef al., 1989; Tinker, 1988; Tinker et al., 1982; Willmott, . 
1986. This list is by no means comprehensive. 


>See Booth & Cocks, 1989; Hines, 1989a; Hopwood, 1988, 1990b. Peasnell (1982) illuminates the strategic nature of 
Conceptual Pramework projects. 


Johnson (1985) suggests that whilst the Board did not formally foreclose the possibility of returning to the project at some 
future date, this does not appear likely since despite enormous cffort, an impasse was reached at Statement of Financial 
Accounting Concepts No. 5, regarding recognition and valuation, and was never surmounted. He concludes that if the 
project is ever taken up again, it will not be until after the end of the last term of the last Board member who was involved 


with the project, which would probably mean about 1996. 
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are not addressed by authoritative pronounce- 
ments (Section III (HX 2) of the board’s rules of 
procedure). Thus the CF was intended as a fun- 
damentally prescriptive framework. However, 
even from the start in SFAC No. 1, the board 
moved back and forth between prescriptive and 
descriptive approaches (see Miller & Redding, 
1986, pp. 104—105). By the time SFAC No. 5 was 
issued, the board’s approach had become almost 
totally descriptive. Indeed statement No. 5 
shows that the aims and philosophy of the CF 
had been lost-by the time it was issued. SFAC No. 
5 states in several places (paras 35, 51, 108) that 
concepts are to be developed as the standard- 
setting process evolves. Such an evolutionary 
philosophy, which sees concepts as being the re- 
sidual ofthe standard-setting process, is in direct 
contradiction to the stated purpose of the CF. As 
Solomons (1986, p. 122) states: "if all that is 
needed to improve our accounting model is 
evolution and the natural selection that results 
from the development of standards, why was an 
expensive and protracted conceptual frame- 
work project necessary in the first place?" 

A major deficiency of the CF is that it is at most 
only partially operational. For example, Dopuch 
& Sunder (1980) applied the criteria and defini- 
tions contained in the FASB's statement on ob- 
jectives (FASB, 1978) to three major controver- 
sial accounting issues. They concluded that, like 
the many previous attempts by standard-setters 
and study groups to elaborate and use a set of in- 
formation criteria, application of the FASB's de- 
finitions and statement of objectives did not re- 
solve accounting issues. Similarly Rogers & 
Menon (1985) found SFAC No. 3 on elements of 
financial statements and SFAC No. 5 to be non- 
operational. 

Joyce et al (1982) carried out a study of the 
effectiveness of SFAC No. 2, using individuals 
who had served on the FASB, or its predecessor, 
the Accounting Principles Board (APB). They 
found that nine of the eleven qualitative charac- 
teristics listed in the Statement were non-opera- 
tional. As Joyce et al (1982, p. 671) pointed out, 
FASB background documents, and indeed SFAC 
No. 2 itself, showed the board to be aware of, but 
apparently unable to overcome, this problem. 
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THE CONCEPTION OF THE RELATIONSHIP 
BETWEEN REALITY AND FINANCIAL 
ACCOUNTING WHICH UNDERLIES THE 
FASB’s CONCEPTUAL FRAMEWORK 


As stated in the previous section, the CF of the 
FASB was intended to provide a theoretical foun- 
dation which would guide board members in 
setting standards and help practitioners resolve 
accounting problems which were not standar- 
dized (Section III (HX 2) of the board's rules of 
procedure). In elaborating the CF it was first 
necessary for the Board to determine what were 
the objectives of financial reporting. The CF 
states that the principle objective of financial ac- 
counting is to provide useful information for de- 
cision-making (FASB, 1978, 1980); useful infor- 
mation is relevant and reliable (FASB, 1980); re- 
liability embraces representational faithfulness, 
verifiability and neutrality (FASB, 1980). 

The FASB's (1980) discussion of reliability ar- 
ticulates the view held by the FASB of the rela- 
tionship between financial accounting and econ- 
omic reality: 


The reliability of a measure rests on the faithfulness with 
which it represents what it purports to represent ... 
Representational faithfulness ... refers to the correspon- 
dence or agreement between accounting numbers and 
the resources or events those numbers purport to repre- 
sent (p. 3). 

The financial statements of a business enterprise can 
be thought of as a representation of the resources and ob- 
ligations of an enterprise and the financial flows into, out 
of, and within the enterprise — as a model of the enter- 
prise ... Just as a distorting mirror reflects a warped 
image of the person standing in front of it or just as an in- 
expensive loudspeaker fails to reproduce faitbfully the 
sounds that went into the microphone or onto the 
phonograph records, so a bad model gives a distorted 
representation of the system that it models. The question 
that accountants must face continually is how much dis- 
tortion is acceptable (para. 76) [emphasis added] 


From this it appears that the ontological assump- 
tion underpinning the CF is that the relationship 
between financial accounting and economic re- 
ality is a unidirectional, reflecting or faitbfully 
reproducing relationship: economic reality 
exists objectively, intersubjectively, concretely 
and independently of financial accounting prac- 
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tices; financial accounting reflects, mirrors, rep- 
resents, or measures this pre-existent reality. 
This conception of the relationship between 
financial accounting and reality recurs through- 
out the CF and forms the basis for most of the CF. 
For example “[Accounting] information often 
results from approximate, rather than exact, 
measures” (1978, p. 1); and “reported earnings 
measures an enterprise’s performance during a 
period” (1978, para. 45). The numbers mirror 
the concrete structure of social reality and can 
be arithmetically manipulated: “financial state- 
ments involve adding, subtracting, multiplying 
and dividing numbers depicting economic 
things and events” (1978, para. 18). Accounting 
numbers should be exact and precise measures, 
not involving any bias or error from the number 
which exactly represents reality: “the role of 
financial reporting requires it to provide 
evenhanded, neutral, or unbiased information” 
(1978, para. 33); “bias in measurement is the 
tendency of a measure to fall more often on one 
side than the other of what is represented in- 
stead of being equally likely to fall on either side. 
Bias in accounting measures means a tendency 
to be consistently too high or too low" (1980, p. 
8); "freedom from bias, both in the measurer and 
the measurement method, implies that nothing 
material is left out of the information that may be 
necessary to insure that it validly represents the 
underlying events and conditions" (1980, para. 
79); “representational faithfulness of reported 
measurements lies in the closeness of their cor- 
respondence with the economic transactions, 
events and circumstances that they represent” 
(1980, para. 86). There is no subjectivity in ac- 
counting measures. They are not evaluations. 
Subjectivity begins not in the mind of the ac- 
counting report preparer or measurer but only 
in the minds of accounting information users: 
“accrual accounting provides measures of earn- 
ings rather than evaluations of management’s 
performance ... Investors, creditors, and other 
users of the information do their own evalua- 
tions” (1978, para. 48). This conception that 
economic reality has a concrete corporeality 
which can be objectively measured leads to a 
dichotomy between “real” accounting numbers 
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and “false” accounting numbers: “the moral is 
that in seeking comparability accountants must 
not disguise real differences nor create false dif- 
ferences” (1980, para. 119). The concrete “real 
world” or “real thing” pre-exists accounting 
practices which measure it. The “real thing” is 
uninfluenced by such practices, which simply 
provide words and numbers which “stand for” it: 
“symbols (words and numbers) in financial state- 
ments stand for cash in a bank, buildings, wages 
due, sales, use of labour, earthquake damage toa 
property, and a host of other things and events 
pertaining to an entity existing and operating in 
what is sometimes called the ‘real world'" 
(1980a, para. 6); “real things and events that af- 
fect a dynamic and complex business enterprise 
are represented in the financial statments by 
words and numbers, which are necessarily 
highly simplified symbols of the real thing” 
(1984, para. 21). 

Throughout the CF, analogies are drawn be- 
tween business enterprises and various physical 
phenomena, in an attempt to elucidate the rela- 
tionship between financial reports and enter- 
prises. For example, similarly to the previously 
quoted mirror analogy, the Board (FASB, 1980, 
para. 24) likens financial accounting information 
to a map: 


An analogy with cartography has been used to convey 
some of the characteristics of financial reporting, and it 
may be useful here. A map represents the geographical 
fcatures of the mapped area by using symbols bearing no 
resemblance to the actual countryside, yet they com- 
municate a great deal of information about it. The cap- 
tions and numbers in financial statements present a “‘pic- 
ture" of a business enterprise [emphasis added]. 


Statement No. 2 (1980, para. 53) draws an 
analogy between the way users base predictions 
on financial accounting information and the way 
in which meteorologists base weather predic- 
tions on "information about actual conditions — 
temperatures, barometric pressures, wind vel- 


Ocities at various altitudes and so on." 


AN ALTERNATIVE VIEW 


The idea of the possible access via knowledge, 


n. 


nl 
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to objects and events that are independent of 
any practices of thought and action through 
which knowledge of them is achieved, corres- 
ponds to the philosophy of “realism”. Realism 
underlies the “everyday”, “mundane” or “com- 
monsense” attitude, that is, the attitude of 
people in their everyday lives. The common- 
sense attitude depends, inter alia, on the taken- 
for-granted assumption that perceptions give 
direct access to objects and events: objects and 
events are considered to be perceived “as they 
are” (Schutz, 1962, 1964). 

The commonsense assumption of realism 
used to form part of the conceptual foundations 
of both the physical and social sciences. It used 
to be taken-for-granted in these disciplines that 
research methods provided direct access to the 
phenomena studied, and that empirically suc- 
cessful theories corresponded to, mirrored or 
mapped these phenomena. Empirically success- 
ful theories were considered to be "true", and 
their categories were considered to be 
genuinely referring. 

However, this is no longer the consensus view 
in the physical sciences (see, for example, Chal- 
mers, 1982; Feyerabend, 1975; Heisenberg, 
1958; Jones, 1983; Kuhn, 1970; Laudan, 1977, 
1981, 1984; and Polanyi, 1964. See Hines, 
1989b, Appendix 1 for a summary of this litera- 
ture.) In the social sciences, the undermining of 
realism has been even more complete. A variety 
of authors have shown that social reality is refle- 
xively constituted by accounts of reality, and 
that the decisions and actions of social agents 
based on these accounts, constructs, maintains 
and reproduces social reality (e.g. Garfinkel, 
1967; Garfinkel et al, 1981; Berger & 
Luckmann, 1971; Giddens, 1976, 1984). Even 
the social science disciplines themselves, and 
the discipline of disciplines, philosophy, have 
been seen not so much to describe as to consti- 
tute human subjectivity and social reality (see 
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Foucault, 1967, 1973, 1977, 1981; Rorty, 1980). 
A number of accounting researchers also (see, 
for example, the authors cited in footnote 2) 
conceive of accounting practice and accounting 
research as a constitutor, influencer, reifier and 
legitimiser of social reality rather than as a mir- 
ror or description of “what is”. 

Nevertheless, despite setting aside the as- 
sumption of an objective, shared and intersub- 
jectively accessible world within academic dis- 
course, this assumption remains at the core of 
most adults’ reasoning: 


And yet, the forcefulness of these alternate possibilities 
notwithstanding, the primordial suppositions which in- 
fuse our conception of our relations to the world and 
which posit a commonly or inter-subjectively shared 
order of events continues to be employed by most per- 
sons and even by the philosophers themseives in the time 
they live away from the occupational attitude which 
allows them to make their otherwise outrageous pro- 
nouncements ( Pollner, 1974, p. 35). 


Indeed, the inability to invoke and rely on the as- 
sumption of a commonly shared world is taken 
as a mark of naivete, as in children, or incapacity, 
as in schizophrenics: 


Such a naivete or incapacity may be on the fringes of con- 
ceivability for adult Western thinkers inasmuch as the 
mundane schema seems to be implicated in the very no- 
tion of person. One who never grasped the sense of that 
which was other than and independent of himself — tbe 
world — could not grasp himself as a self ( Pollner, 1974, 
pp. 39—40). 


An abundance of "evidence" exists which has 
the potential to contradict the commonsense or 
mundane assumption of an essentially objective 
and intersubjective world, for example, disputa- 
tions in science, disagreements in everyday 
affairs, the sea of different opinions to one's own, 
varying perceptions, contradictory testimony in 
court, conflicting news coverage, etc. And yet, 
rather than breaching this assumption, such evi- 


5 The philosophy of realism is named differently in different contexts. It is sometimes called "convergent rcalism" (see, for. 
example, Laudan, 1981), and "scientific realism" (see, for example, Will, 1981). It also has developed into a number of 


variants. The discussion in this paper, however, 


not require these distinctions to be articulated. 


® Realism presumes a concept of truth. The usual concept of truth that is presumed is the correspondence theory of truth. See 


McHugh (1971) and Laudan (1981, 1984). \ 
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dence is recuperated to reinforce the notion ofa 
shared world. The difficulties of accessing the 
supposedly shared world, are, through the pro- 
cess of mundane reasoning, turned into testi- 
mony for the existence of a shared world. How 
the process of commonsense reasoning both 
protects and reproduces the incorrigible prop- 
osition of an objective world is analysed by Poll- 
ner (1974). 

Breaching the assumptions and reasoning of 
one's own culture represents a highly problema- 
tic task, because the tools for doing so — the as- 
sumptions and reasoning that will be perceived 
as convincing by members of one's culture — 
are the very target of the intended breaching." 
Poliner (1974) overcomes this difficulty by 
analysing how a central assumption of Azande 
culture is protected and reproduced by Azande 
commonsense reasoning. He then shows that 
our central assumption of an objective, shared 
world is maintained as infallible by our process 
of reasoning which is operationally analogous to 
Azande reasoning. 

The following section describes how the 
Azande assumption of a "poison oracle" is real- 
ized. The subsequent section describes how the 
assumption of an "objective, intersubjective re- 
ality" is realized through commonsense reason- 
ing, as exemplified by the reasoning of members 
of the FASB. 


THE "REALITY" OF THE POISON ORACLE. 


Poliner (1974) draws on Evans-Pritchard's 
(1937) description of the operational structure 
of the infallible “poison oracle". The poison ora- 
cle is a device used by the Azande to gain knowl- 
edge of future or otherwise unknown matters. A 
ritually prepared poisonous substance is ad- 
ministered to a chicken and the poison, benge, is 
interrogated, The benge responds in an affirma- 
tive or negative fashion by either killing the chic- 
ken or allowing it to live. The correspondence 
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between the life and death of the chicken and an 
affirmative or negative response are formulated 
when the intérrogator addresses the benge. Any 
verdict of the oracle is corroborated by asking 
essentially the same question at a later time with 
the response alternatives reversed. Thus, if the 
oracle was initially instructed to kill the chicken 
if it intended an affirmative reply, it is sub- 
sequently instructed to permit the chicken to 
live if it intends an affirmative (Evans-Pritchard, 
1937, p. 299). 

There are a number of possible events which 
would seem to call the reality or infallibility of 
the poison oracle into question. For example, 
the result of the second test may contradict the 
result ofa first test; or the findings of oracles may 
be belied by experience, or two oracles may give 
contradictory answers to the same question. 
However, Evans-Pritchard's (1937) attempts to 
confront the Azande with such seemingly com- 
pelling evidence against the oracles were met 
with charity, and even amusement at the absur- 
dity of his questions and he was regarded with 
the tolerance held in our own society for recog- 
nized cultural "incompetents", such as children. 

As Evans-Pritchard (1937) describes, what 
would be to us contradictory evidence because 
of a disbelief in the infallibility of oracles, is not 
seen as contradictory by the Azande. Indeed 
such evidence, for example, the killing of both 
fowls, or the sparing of both fowls, is expected 
by Azande, and the errors, as well as the valid 
judgements, prove to them its infallibility. “The 
fact that the oracle is wrong when it is interfered 
with by some mystical power shows how accu- 
rate are its judgements when these powers are 
excluded" (Poliner, 1974, p. 42). 

For the Azande, the existence and infallibility 
of the poison oracle is an incorrigible propost- 
tion. While seemingly formulated as a descrip- 
tive assertion, it is in fact a proposition or as- 
sumption which "no happening whatsoever 
would prove false, or cause anyone to withdraw" 
(Gasking, 1965, p. 431, quoted by Pollner, 1974, 


7 One means of revealing the contingency of a workiview and its dependence on socially reproduced assumptions and 
reasoning, is to "stand outside" the view and describe the steps by which a person is inculcated with this worldview. Hines 
(19882) shows how an “outsider” is initiated to the worldview held by “members” of the accounting profession/tribe. 
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p. 43). The incorrigibility of the poison oracle’s 
infallibility isa continual social accomplishment. 
It is at once the process, presupposition and pro- 
duct of Azande reasoning practices. 

It is process in that the assumption’s incorrigi- 
bility is assured in no other way than through the 
skill, creativity and discipline of the Azande in 
explaining discrepancies between oracle ver- 
dicts and the actual fall of events. Simultane- 
ously, the doctrine is a presupposition of the 
Azande practices in that the field of possibilities 
from which explanations are selected are predi- 
cated on the oracie’s infallibility: the candidate 
explanations all share in common tbat they lo- 
cate the source of the discrepancy in conditions 
which leave the oracle's validity unquestioned 
and intact. Finally, in as much as that the incor- 
rigibility of the oracle's truth is a presupposed 
feature of the reasoning process through which 
it is sustained, and in as much as that the embed- 
dedness of that presupposition produces ac- 
counts which reflexively preserve its own incor- 
rigibility, the doctrine presents itself as the 
given, stable feature which from the point of 
view of the Azande, it always was ( Pollner, 1974, 
pp. 44—45). 

Evans-Pritchard (1937) points out that the 
Azande follow the same logical rules that we use 
in reasoning (see also Bernstein, 1983, pp. 100— 
101). In the face of noncorroborating accounts, 
their solutions consist of conjectures as to which 
of the suppositions contained in the implicit 
ceteris baribus provision may now be seen to 
have been inoperative or unsatisfied at the time 
of the actual event. “For mundane reasoners, the 
ceteris baribus provision is an endless and com- 
pelling source of explanations of disjunctures" 
(Poliner, 1974, p. 52). 

A variety of breaches of the ceteris paribus 
provision may be drawn on to explain an oracle's 
self-contradictions and the one that seems to fit 
the circumstances best is chosen. The selection 
of an explanation is often aided by the peculiar 
behaviour of the fowls when under the influence 
ofthe poison. The failure ofthe oracle, may be at- 
tributed to: (1) the wrong variety of poison hav- 
ing been gathered, (2) breach of a taboo, (3) 
witchcraft, (4) anger of the owners of the forest 
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where the creeper grows, (5) age of the poison, 
(6) anger of the ghosts, ( 7) sorcery, (8) use, etc. 
(Evans-Pritchard, 1937, pp. 329—330 ). 

Handel (1982, p. 36) describes the process of 
the reflexive construction of reality: 


Things may exist independently ofour accounts, but they 
have no human existence until they become accounta- 
ble. Things may not exist, but they may take on human 


significance by becoming accountable ... Accounts de- 
finc reality and at the same time they arc that reality ... 
The processes by which accounts are offered and ac- 
cepted are the fundamental social process ... Accounts 
do not more or less accurately describe things. Instead 
they establish what is accountable in the setting in which 
they occur. Whether they are accurate or inaccurate by 
some other standards, accounts define reality for a situa- 
tion in the sense that people act on the basis of what is ac- 
countable in the situation of their action. The account 
provides a basis for action, a definition of what is real, and 
it is acted on so long as it remains accountable (p. 36). 


THE REALITY OF THE OBJECTIVE, 
INTERSUBJECTIVE WORLD: PROCESS, 
PRESUPPOSITION AND PRODUCT OF FASB 
MEMBERS' REASONING 


Pollner (1974) shows how reasoning in our 
culture maintains the incorrigible proposition of 
an Objective, intersubjectively comparable 
world, in the same way as Azande reasoning 
maintains the incorrigible proposition of an in- 
fallible poison oracle. 

This section analyses the reasoning of the 
FASB members as recorded in the CF. This 
reasoning is not at all unique to the FASB mem- 
bers or even formulators of other CF's. As 
pointed out previously, the FASB's CF reflects 
the reasoning of members ofthe accounting pro- 
fession, and industry, and user groups. It is a pro- 
cess of reasoning, maintaining the assumption of 
an objective, intersubjective world as central, 
which is exhibited by normally socialized adults 
in their daily life in westernized societies, and is 
by no means confined to capitalist societies. 

This section attempts to show how the object- 
ive world is a presupposition, process, and pro- 
duct of FASB reasoning; why the CF, which is 
predicated on an unselfconscious taking-for- 
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granted of this presupposition is inevitably prob- 
lematic, and why, despite all problems, this pre- 
supposition is never seriously threatened but 
maintained and reproduced throughout the CF 
(and financial accounting-related discourse). 

The board states in the Summary of Principle 
Conclusions of concepts statement No. 2 (FASB, 
1980, p. 3) that reliability of a measure (one of 
the two key decision-useful qualities of account- 
ing information, FASB, 1980), “rests on the faith- 
fulness with which it represents what it purports 
to represent,” i.c. a necessary quality of reliabil- 
ity is representational faithfulness (FASB, 1980, 
paras 58-71). The Board recognizes that in 
order to give the concepts of reliability and rep- 
resentational faithfulness content, and make 
them operational, the phase “represents what it 
purports to represent” must be elucidated: the 
relationship between accounting as a signifier 
which “represents” and the referent “that which 
it purports to represent” must be clarified. In an 
effort to do this, many analogies are drawn be- 
tween the relationship of financial accounting to 
social reality, and other relationships. These in- 
clude the relationship between: a map and 
terrain (FASB, 1980, para. 76); a model of an en- 
terprise and the enterprise itself (FASB, 1980, 
para. 76); the label on a drug bottle and what is 
in the bottle (FASB, 1980, para. 60); a mirror and 
a person (FASB, 1980, para. 76); a loudspeaker 
and sounds from a phonograph record (FASB, 
1980, para. 76); an IQ test and intelligence 
(FASB, 1980, footnote 9). 

The analogies are often inappropriate, 
because the referent is a physical phenomenon 
such as physical terrain, which unlike a business 
enterprise, pre-exists accounts and significa- 
tions of it. Terrain does not arise in interaction 
with accounts of it such as a map, but exists con- 
cretely and independently of them. 

In other cases, the analogy is more apt, such as 
that between an IQ test and intelligence. "Intelli- 
gence” is a human construct, and like financial 
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accounts, IQ scores signify, and that signification 
can powerfully predicate social conditions and 
consequences. But the potential of this analogy 
for exploring the relationship between such an 
account, and the reality it signifies and produces, 
is not pursued by the board. Discussion is con- 
fined to the following statement.which serves as 
a mystification rather than an exploration: 


Representational faithfulness is closely related to what 
behavioral scientists call “validity” as in the statement 
that intelligence quotients are (or are not) a valid mea- 
sure of intelligence. Validity is a more convenient term 
than representational faithfulness, but out of its scientific 
context it has too broad a connotation for it to be an ap- 
propriate substitute (FASB, 1980, footnote 9)? 


Handel (1982) describes how the fundamental 
commonsense assumption that the social world 
has real characteristics which exist concretely 
and independently of thought and action, sur- 
vives loss of faith in it: 


Consider the assumption that the world has real charac- 
teristics that are imposed on us independently of our 
knowledge of them. We assume of these characteristics 


that they partially compel our perception but also that 
error, distortion and bias are possible in our understand- 


ing. Recognizing that error is possible permits us to rc- 
consider particular bits of knowledge without consider- 
ing the accuracy of our assumption that the world has 
real characteristics. The recognition of error suggests an 
explanation for differences of opinion, changes of mind, 
perceptions that do not support successful action, and so 
on (p. 56) [emphasis added]. 


Like the Azande confronted with evidence 
that would otherwise threaten the reality of the 
poison oracle, FASB members must explain the 
non-confirmations or "puzzles" or  "dis- 
junctures" (Pollner, 1974) to which their un- 
questioned belief in a concrete, objective world 
gives rise. As we all do — outside the writing of 
some academic papers — they deflect the ano- 
maly onto an implicit ceteris paribus provision: 
some condition or event intruded to confound 


8 The analogy is raised again, but is not explored: “The problem of defining intelligence and of judging whether intelligence 
tests validly measure it may be even more difficult because of the many different manifestations of intelligence, the problems 
of separating innate and acquired abilities, standardizing for differences in social conditions, and many other things” (FASB, 


1980, para. 68). 


THE FASB'S CONCEPTUAL FRAMEWORK 


the situation.” The unanimity of experience pre- 
supposed by a commonly shared world relies on 
at least four presuppositions: ( 1) a community of 


others who are deemed to be observing the 


same world, (2) who are psychically constituted 
so as to be capable of veridical experience, (3) 
who are motivated so as to speak “truthfully” of 
their experience, and (4) who speak according 
to recognizable, shared schemes of expression. 
(Schutz, 1967, pp. 321—323, quoted by Pollner, 
1974, p. 48). On the occasion of a disjuncture, 
mundane reasoners are prepared to call these 
and other features into question. For a mundane 
reasoner, a disjuncture is compelling grounds 
for believing that one or another of the condi- 
tions otherwise thought to obtain in the antici- 
pation of unanimity, did not (Pollner, 1974, p. 
48). 

ES possibilities which could interfere with 
an unproblematic "measure", "reflection", "rep- 
resentation”, “communication” or “mapping” of 
economic reality are presented by the FASB. For 
example: “error” (FASB, 1980, para. 73); bias — 
in the measurement method or measurer (FASB, 
1980, paras 77—79); distortion — due to a bad 
reflecting medium such as a “distorting mirror" 
or an "inexpensive loudspeaker" (FASB, 1980, 
para. 76); the disappearance of things through 
loss (FASB, 1980, para. 76); approximation 
(FASB, 1980, para. 64); ambiguity (FASB, 1980, 
paras 65—67); uncertainty (FASB, 1980a, paras 
37—42); incompleteness (FASB, 1980, paras 79— 
80); simplification, condensation and aggrega- 
tion (FASB, 1984, paras 20—22); lack of experi- 
ence of information users (FASB, 1980, para 50), 
and differences of opinion (FASB, 1980, para. 
50). At no point do the FASB members doubt the 
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incorrigible assumption that there és a concrete, 
objective economic world which exists inde- 
pendently of social practices which account for 
it. 

In statement No. 2 (FASB, 1980, para. 76) the 
board states: 


The financial statements of a business enterprise can be 
thought of as a representation of the resources and obli- 
gations of an enterprise and the financial flows into, out 
of, and within the enterprise — as a model of the enter- 
prise. Like all models, it must abstract from much that 
goes on in a real enterprise. No model, however sophisti- 
cated, can be expected to reflect all the functions and re- 
lationships that are found within a complex organization. 
To do so, the model would have to be virtually a repro- 
duction of the original 


Seeking to elucidate this further, a footnote is 
added: 


Nothing is implied here about the possible predictive 
uses of the model. While it is true that models are gener- 
ally used to make predictions, they need not be so used. 
A modei is no more than a representation of certain as- 
pects of the real world (FASB, 1980, footnote 10). 


The board attempts to tackle the recalcitrant but 
elusive problem of reflexivity early in the CF 
project. It adopts the following strategy: 


The FASB Exposure Draft, Objectives of Financial Re- 
porting and Elements of Financial Statements of Busi- 


ness Enterprises (December 19, 1977) attempted to dis- — 


tinguish the representations from what they represent by 
giving them different names. For example, assets referred 
only to the financtal representations in financial state- 
ments, and economic resources referred to the real- 
worid things that assets represented in financial state- 
ments (FASB, 1980a, footnote 3). 


?In a similar way, mainstream positive researchers seeking to correlate attributes of the social world and “measure” its 
structure, do not reject their theories. Rather, via mundane reasoning, they locate the failure of their test in the ceteris paribus 
condition. The implicit assumption of an objective and intersubjective structure is thus not challenged. In fact, such failures 
paradoxically increase the conviction that there is such a structure "there". 

Hines (1988b) describes how anomalies and disconfirmations of the Efficient Markets Hypothesis (EMH) are deflected onto 
ceteris paribus assumptions concerning: data quality; assumptions relating to transactions cost estimation; whether 
information is good/bad; assumptions regarding the timing of events and information release; a specific asset pricing model; 
measurement theories; instruments, and procedures. Despite an accumulation of non-corroborating evidence, the EMH has 
not been abandoned, It is still believed that sophisticated investors can "see through" cosmetic accounting practices and 
“unravel” accounting numbers to reveal the real underlying economic reality. 
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But this strategy, to simplify matters by sig- 
nifying the signifier by one name, and signifying 
the referent by another name, proved unsuc- 
cessful. The attempt to pull the signifier and the 
reality it constitutes apart, and thus unwittingly 
to undermine the whole process of reality con- 
stitution and reproduction, “caused consider- 
able confusion and was criticized by respon- 
dents” (FASB, 1980a, footnote 3). In the revised 
exposure draft of statement No. 3, the board “re- 
verted to the more common practice of using 
the same names for both"! (FASB, 1980, footnote 
3). 

Molotch & Boden (1985 ) discuss the riskiness 
of talking about talk, or “meta-talk” (Schiffrin, 
1980 ). To raise the subject of the signifying pro- 
cess “threatens the incorrigible assumption of 
the objectivity principle; this places a special 
burden on the talker who might attempt it" 
(Molotch & Boden, 1985, p. 280). 

Chastened by the reaction to their uninten- 
tional subversion of the process of reality con- 
struction, the Board members signalled in state- 
ment No. 3 (FASB, 1980a, para. 7) that they 
would, in future, avoid innovative siguifying 
moves and follow the usual practice of calling a 
thing by its name: 


This Statement follows the common practice of calling by 
the samc names both the financial representations in 
financial statements and the resources, claims, transac- 
tions, events or circumstances that they represent. For 
example inventory or asset may refer either to merchan- 
dise on the floor of a retail enterprise or to the words and 
numbers that represent that merchandise in the enter- 
prise's financial statements; and sale or revenue may refer 
either to the transaction by which some of that merchan- 
disc is transferred to a customer or to the words and num- 
bers that represent the transaction in the enterprise's 
financial statements. 


One of the features of the FASB's CF project 
which has puzzled writers on the subject, is that, 
although intended to prescribe or guide prac- 
tice, the final CF statements describe practice 
(Dopuch & Sunder, 1980, pp. 3—4; Miller & 
Redding, 1986, pp. 104—105; Solomons, 1986, p. 
122). The FASB's CF represents a distillation of 
the main categories, rules and principles which 
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underlie generally accepted practice. As such, 
rather than providing a gutde for practice, the CF 
is tautologous with practice. This circularity is 
typical of preceding attempts at formulating a 
conceptual framework (Dopuch & Sunder, 
1980, pp. 3—4). 

Moreover, the CF is typified by circularity 
within itself. For example, within statement No. 
2 (FASB, 1980), information qualities such as re- 
liability, are stated to depend upon the achieve- 
ment of other qualities, such as representational 
faithfulness, neutrality and verifiability (paras 
59-62); but the discussion of these latter qual- 
ities relies largely on reference to other, simi- 
larly non-operationalized information qualities. 
For example, the discussion of neutrality relies 
on relevance, reliability and representational 
faithfulness (paras 98, 100). The necessary and 
sufficient conditions for obtaining any of these 
qualities are not stated. 

At various points, in an attempt to break out of 
this web of circularity, the board invokes the no- 
tion of the “informed reader” of financial state- 
ments, who will have sufficient knowledge of ac- 
counting practice to interpret financial state- 
ments in such a way that they will be, for 
example, representationally faithful (FASB, 
1980, para. 64). The board here has invoked 
what Schutz (1962, p. 62) calls “reciprocity of 
perspectives”: an “informed reader” will “see” 
what was “seen” by the financial statement pre- 
parer (see also Molotch & Boden, 1985, pp. 281, 
284). 

This resort to an "informed reader" is a gloss. 
Garfinkel & Sacks (1970) analyse the. nature of 
glosses. A gloss is a practice for "doing accounta- 
bly definite talk" (p. 353), where the contradic- 
tions or difficulties to which the incorrigible as- 
sumption of a single, objective world gives rise, 
make such definite talk difficult to achieve. Glos- 
sing practices are "practices whereby speakers 
in the situated particulars of speech mean some- 


thing different from what they can say in just so 


many words" (Garfinkel & Sacks, 1970, p. 342). 
Unable to explain what tbey mean in just so 
many words by representational faithfulness, the 
FASB members invoke the reciprocity of per- 
spectives assumption to solve the disjuncture. 
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AN EXAMPLE OF THE REFLEXIVE 
CONSTRUCTION OF REALITY: CORPORATE 
“SUCCESS” OR “FAILURE” 


If people take a definition or description of re- 
ality, for example, an organizational chart, or a 
budget, or a set of financial statements, to be re- 
ality,'? then they will act on the basis of it, and 
thereby perpetuate, and in doing so, validate that 
account of reality. Having acted on the basis of 
that definition of reality, and having thereby 
caused consequences to flow from that concep- 
tion of reality, those same consequences will ap- 
pear to social actors, in retrospect, to be proof 
that the definition of reality on which they based 
their actions, was “real” (see Hines, 1988a, for an 
illustration of this in relation to financial ac- 
counting). As Garfinkel (1967, p. 53) states: “not 
‘only does common sense knowledge portray a 
real society for members, but in the manner ofa 
self fulfilling prophecy the features of the real 
society are produced by persons’ motivated 
compliance with these background expectan- 
cies”. Indeed to presume a dichotomy between 
conceptions or definitions of reality and social 
reality “itself” as in commonsense reasoning, is 
to overlook the completely interdependent, 
interactive and mutually constitutive nature of 
social reality and the social practices and dis- 
course which “describe” it. 

A set of financial statements may be rejected 
as a “true” definition of reality, rather than ac- 
cepted. Financial statements may be considered 
to be not representationally faithful, on the basis 
of another account, such as an investigator’s ac- 
count, an auditor’s account, an SEC, or a news- 
paper account, or even on the basis of amended, 
or subsequent, financial accounts. Decisions and 
actions based on that account, predicate conse- 
quences which, in retrospect, generally confirm 
the validity of that subsequent account. For 
example, say an investigator, or a newspaper re- 
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port, suggests that a “healthy” set of financial 
statements is not faithfully representational, and 
that a firm “really” is in trouble. If this new defin- 
ition of reality is accepted by say creditors, they 
may panic and precipitate the failure of the firm, 
or through the court, they may petition for a 
liquidation. A new definition of ‘reality, if ac- 
cepted, will be “real in its consequences”, 
because people will act on the basis of it. 

That a definition of reality is real in its conse- 
quenices creates a dilemma for auditors. If say 
auditors qualify their report with respect to the 
going-concern assumption, and/or insist that a 
corporation’s financial statements be prepared 
on the basis of liquidation values, this in itself 
may precipitate the failure of a company which 
may otherwise have traded out of its difficulties. 
For this reason, it is most rare that auditors will 
take such a step: 


The trouble with telling shareholders that a company is 
on the brink of bankruptcy is that the publicity which a 
going concern qualification draws may precipitate the 
event which nobody wants to happen ... 

Getting the answer wrong, with the auditor producing 
a report which questions the going concern and later 
finding out that there was insufficient basis for doing so is 
not only embarrassing but expensive. 

The company can sue for the damage done to its ability 
to trade, so it is justifiable for an auditor to think three or 
four times before qualifying and then, possibly, err in the 
company’s favor (Coombe, 1984). 


Auditors are placed in the position of having 
to attest the health and stability of a company, 
and yet at the same time, that attestation can in- 
fluence the health and stability of a company. 
They thus face two risks due to this reflexivity of 
their report: that which more frequently occurs, 
of being sued for providing a “clean” audit re- 
port on a company which subsequently fails; and 
also, that of providing a qualified audit report 
and precipitating the failure of a company which 
may otherwise have survived, and thus of being 


1? This discussion is largely based on an ethnomethodological view of knowledge. This view gives priority to the reflexivity 
of the relationship between knowledge/accounts and reality, and largely ignores the question of how some accounts are 
privileged over others (i.e. are considered to be “knowledge” or “true descriptions" or “correct conceptions") and become 
"realized". That is, this perspective ignores issues of power. However, an understanding of the relationship between accounts 
and reality seems to be a prerequisite to understanding how some accounts become privileged and become actualized. 
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sued by management, shareholders, creditors 
and/or some other party associated with the 
company.!! 

If the corporation concretely existed, inde- 
pendently of accounts of it, and if accountants 
and auditors occupied a privileged position with 
respect to observing and measuring this, con- 
crete, independent facticity, then the roles ofthe 
accountant and auditor would be unproblema- 
tic, and perhaps the FASB's CF would be opera- 
tional. But as will be elucidated in the following 
section, the "health", “size”, "stability", "per- 
formance”, etc. of the firm, arise, inter alia, in 
interaction with accounting practices and ac- 
counting standards. For example, the leverage 
ratio or “stability” of a corporation, is interde- 
pendent with asset valuation rules, as is also the 
“size” of a firm. “Performance” is interdepen- 
dent with accounting methods regarding re- 
venue recognition, expensing and amortization 
methods, etc. 

The audit report is one of many reflexive ac- 
counts, social practices, decisions and actions 
which create and perpetuate the reality of or- 
ganizations. The “validity” of an audit report, is 
determined, in retrospect, by other reflexive ac- 
counts. For example, during a real-estate reces- 
sion, an auditor may judge that it is reasonable 
for a firm to carry real-estate in its balance sheet 
on the basis of capitalized historic costs, even 
though that valuation may be well above market 
value at the date of the balance sheet. The au- 
ditor may reason that when the real-estate mar- 
ket recovers, these investments will realize at 
least the amount of those capitalized costs. But if 
the firm fails prior to such a real-estate recovery, 
a court may determine that the auditors over- 
valued the reality of the firm — the court itself 
will construct this retrospective definition of the 
reality of the firm, on the basis of expert-witness 
accounts, and other reflexive accounts (see 
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Buckner, 1978; Garfinkel, 1967, pp. 104—115, 
for the way that reality is constructed in court). 

As Ball & Foster (1982) discuss, researchers in 
the area of failure prediction research have not 
elucidated a theory of financial distress. The 
exact relationship between the reality of 
financial distress and financial accounting has 
not therefore been addressed. One of the impli- 
cations of this paper is that there is not, as is im- 
plicitly assumed in failure prediction research, a 
unidirectional relationship between financial ac- 
counting ratios and financial distress, ie. 
financial ratios reflect the state of the firm. 


Rather, there is a bidirectional, interactive rela- 


tionship between financial accounting ratios and 
financial distress. The role of accounting in the 
construction of the reality of financial distress 
may be seen in a paper by Brooker (1969). 
Brooker discusses the use made of financial ac- 
counting evidence by courts in retrospectively 
constructing: (a) the exact point at which a busi- 
ness is determined by the court to have "become 
insolvent"; (b) by how much the financial posi- 
tion of the firm deteriorated between this point 
of its insolvency and its final collapse; and (c) 
what changes occurred in the "structure" of 
liabilities after the business became insolvent. 

À most important account that is considered 
by a court in determining the reasonableness or 
validity of an audit report is the audit working 
papers. Gibbins (1984) conducted a number of 
interviews of public accountants and auditors. 
His interviews reveal how audit working papers 
reflexively construct the "reality" of what hap- 
pened during an audit: "justification of judge- 
ment therefore must contain rationalization, 
particularly if based on experience and/or con- 
structed after the decision/action has been im- 
plemented (for example, when the working 
paper is written up) ... During interviews ... in- 
dications of the [rationalization/justification] 


"The reflexivity of bankruptcy research itself, is acknowledged by researchers, i.e. that a highly "accurate" bankrupcty 
prediction theory would be likely to influence the behaviour of firms, and this would in turn, affect or perhaps totally mitigate, 
the performance/validity of the theory. Indeed such "confounding" of a bankruptcy prediction model might be the major 


purpose of it — to save firms from bankruptcy. 


Williams (1982) discusses the problem which reflexivity presents for behavioural accounting research into the predictive 


usefulness of accounting information. 
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process were mentioned, such as assertions that 
the audit working papers ‘do not tell the real 
story of why decisions are made, and stories 
about selecting, or excluding, information from 
the explanations so as to create a desired por- 
trayal of what happened” (p. 117). 

The FASB members allude to the way in which 
predictions may be self-fulfilling (FASB, 1980, 
para. 55) but not to the reflexivity of financial ac- 
counts. The CF treats the “events” which consti- 
tute “success” and “failure” as unproblematic: 
accounting information may “favour certain in- 
terests, but only because the information points 
that way, much as a good examination grade 
favours a good student” (FASB, 1980, para. 107, 
emphasis added ). 


“REALITY” IS DEPENDENT ON A BODY OF 
“KNOWLEDGE” 


The Azande have a coherent body of know I-: 
edge about oracles, and this body of knowledge: 


reflexively provides grounds for absolute faith in 
the validity of that knowledge. “Westerners look 
at oracular practices to determine if in fact there 
is an oracle. The Azande know that an oracle 
exists. That is their beginning premise. All that 
subsequently happens they experience from 
that beginning assumption ... The incorrigible 
faith in the oracle is compatible with any and 
every conceivable state of affairs" (Mehan & 
Wood, 1975, p. 9). 

Similarly, the FASB members know there is an 
objective world “out there". This knowledge 
generates many contradictions, but these only 
serve to strengthen the conviction that there is 
an objective world and that more thought, more 
effort, more research, more expertise will result 
in resolving them. Only an “outsider”, for 
example, a sociologist, such as Meyer (1983) is 
likely to strike at tbe heart of this realist per- 
spective, by directly addressing the fundamental 
assumptions on which it is built, and the conse- 
quent problems and contradictions which per- 


vade it. He asks, “Well, why can't they [accoun- 
tants] tell the truth?" (p. 235). 

But what is the "truth" about an organization? 
What is the boundary which separates that 
which is an organization, from that which is not 
an organization? What is the truth, for example, 
about the "size" of a particular organization? An 
organization's "size" is frequently taken to be the 
amount of its gross assets, or net assets. But what 
are "assets"? At what point does an "asset" (or 
liability, capital, revenue, or expense) become 
so intangible, uncertain, unenforceable, uniden- 
tifiable, executory, and/or non-severable, that it 
ceases to be an "asset", and hence ceases to be 
considered to be a part of an organization? (see 
Hines, 19882). 

As Meyer (1983) suggests, in answer to the 
question, “why can't [accountants] tell the 
truth?" (p. 235): 


Because accounting structures are myths, and important 
ones ... AS myths, they describe the organization as 
bounded and unified ... Organizational researchers have 
endless theoretical debates on what the boundaries are 
or whether there are any: the accountants settle the mat- 
ter by defínitíon, and acquiring boundaries means, for an 


organization, acquiring reality (pp. 235—236) [emphasis 
added]. 


Financial accounting represents a body of . 
knowledge (Mehan & Wood, 1975, pp. 9-20) 
which reflexively constructs the "truth" about 
organizations. Financial accounting knowledge 
is built on the premise that business enterprises 
are composed of “capital”, “assets” and 
“liabilities”. Financial accounting is grounded in 
the simple tautology” that: 


capital = assets — liabilities. 


Upon this tautology has been developed a body 
of financial accounting knowledge, concerning 
the following three questions about economic 
reality. 


(a) How “capital”, "assets" and "liabilities" (Le. organiza- 
tions) are to be defined, or “recognized”. 
(b) How increments and decrements in capital, assets 


"See Schuster (1984) for a discussion of how the processes of knowledge-production mask their tautologousness. 
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and liabilities, such as revenue, gains, expenses and los- 
ses, are to be defined, and hence recognized. 
(c) How each of those in (b) above, are to be measured. 


The answers to each of these three questions — 
in other words, generally accepted accounting 
principles, practice and accounting standards — 
play a vital social role in constituting the "size", 
"performance", "stability" and "financial posi- 
tion" — in short, the reality or structure — of or- 
ganizations. 


REALITY IS INDEXICAL 


"However deeply one digs ... socially pro- 
duced phenomena have no intrinsic meaning. 
Their meaning arises in socially organized 
attempts [both lay and professional]... to recog- 
nize and count them" (Silverman, 1975, p. 275). 
Meaning is not therefore corresponding, but is 
situation-specific or indextcal: meaning changes 
with time, place, context and culture; and mean- 
ing cannot exist apart from some social context 
(Mehan & Wood, 1975; Handel, 1982; Garfinkel, 
1967; Berger & Luckmann, 1971; Silverman, 
1975; Leiter, 1980). 

In the same way that the members of the FASB 
gloss the reflexivity of financial accounting, so 
they gloss the indexicality of financial account- 
ing. The CF states that what is material in one cir- 
cumstance, may not be material in another cir- 
cumstance (FASB, 1980, paras 123—132), and 
“information that is representationally faithful in 
the context for which it was designed ... may 
not be reliable when used in other contexts” 
(FASB, 1980, para. 71). In attempting to resolve 
this apparent contradiction the Board again re- 
sorts to analogy: 


Different uses of information may require different de- 
grees of reliability and, consequently, what constitutes a 
material loss or gain in reliability may vary according to 
usc. An error in timekeeping ofa few seconds will usually 
bc acceptable to the owner of an ordinary wristwatch, 
whereas the same error would normally cause a 
chronometer to be judged unreliable. The difference is 
linked to use — a wristwatch is used for purposes for 
which accuracy within a few seconds (or perhaps a few 
minutes) is satisfactory; a chronometer is used for naviga- 
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tion, scientific work, and the like, uses for which a bigh 
degree of accuracy is required because an error of a few 
seconds or a fraction of a second may have large conse- 
quences. In ‘day language, both the wristwatch and 
the chronometer. are said to be reliable. By the standard 
of the chronometer, the wristwatch, in fact, is unreliable. 
Yet the watch’s owner does not perceive it to be unreli- 
able, for it is not expected to have the accuracy of a 
chronometer. 

Fortunately, that is well understood by accountants. 
They recognize that a difference between an estimate 
and an accurate measurement may be material in one 
context and not material in another (FASB, 1980, paras 
73 and 74) [emphasis added]. 


The board members’ failure to appreciate that 
concepts are dependent upon a social context 
for their existence and meaning results in a false 
dichotomy being drawn in the CF between con- 
cépts and practice. It is illuminating to see the 
“dead end” to which the FASB (1980, paras 63— 
64) comes, being committed to this dichotomy, 
in relation to the concept of goodwill: 


Representational faithfulness is correspondence or 
agreement between a measure or description and the 


phenomenon it purports to represent ... 
Clearly much depends on the meaning of the words 


“purports to represent” in the preceding paragraphs. 
Sometimes, but rarely, information is unreliable because 


of simple misrepresentation. Receivables, for example, 
may misrepresent large sums as collectible that, in fact, 
are uncollectible. Unreliability of that kind may not be 
casy to detect, but once detected its nature is not open to 
argument. Morc subtle is the information conveyed by an 
item such as "goodwill". Does a balance sheet that shows 


goodwill as an asset purport to represent the company as 
having no goodwill except what is shown? An unin- 
formed reader may well think so, while one who is famil- 
tar with present generally accepted accounting princi- 
ples will know that non-purchased goodwill is not in- 
cluded. 


The reader of the CF is not presented with a 
clarification of goodwill, or of representational 
faithfulness. Rather, it is stated that, if the reader 
is familiar with practice, they will understand 
these concepts, and if they are not, they will not. 
The concept of goodwill is context-specific, or 
indexical — its meaning is that with which a 
reader or user endows it. 

Courtis (1983) states with respect to the 
nature of “goodwill”: “by itself, the word has no 
inherent power and no inherent absolute con- 


an 
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ceptual meaning" (p. 18). He lists a chronology 
of 91 definitions of goodwill, which have been 
created and used in the past century by accoun- 
tants, businessmen, judges, lawyers, economists, 
and others. As Courtis (1983, p. 18) points out, 
before the question “What is goodwill?” can be 
answered, one must know the situation, time, 
participants and place in which the concept is 
used. Courtis (1983) illustrates how the reality 
of a category such as goodwill, is reflexively 
created by accountants, judges, etc. in social in- 
teraction, and is thus situation-specific and con- 
text-dependent rather than corresponding. As 
he concludes, one must look to the meaning of 
an expression as established in a particular social 
situation, rather than attempt to deduce or 
discover a single, best, true, accurate or rep- 
resentationally faithful, meaning. 

One may start out with the objective of con- 
ceptual clarification, as does the FASB in its CF 
project. However, since the only context in 
which concepts are meaningful is in the context 
of their use, the FASB, inevitably, resorts to draw- 
ing on accounting practice in an attempt to dis- 
till its CF. Thus, the fact that has perplexed many 
researchers who have written about the CF, that 
whilst intended to be prescriptive, it is largely 
descriptive. 


CONCLUSIONS AND DIRECTIONS FOR 
FUTURE ACCOUNTING RESEARCH 


Poliner (1987, p. 7) states: “for radical inquiry 
... the phenomenon par excellence is not the 
world per se but worlding, the work whereby a 
world per se, and the attendant concerns which 
derive from a world per se — truth and error, to 
mention two — are constructed and sustained." 
This paper, rather than adopting the conven- 
tional functionalist view of CF projects, has 
adopted a social constructionist perspective on 
the FASB's CF. From this perspective, it has 
shown how the FASB's CF, and other CFs, are a 
form of “worlding”. CFs presume, legitimize and 


reproduce the assumption of an objective world 
and as such they play a part in constituting the 
social world. Furthermore, it may be seen from 
the preceding discussion how CFs provide so- 
cial legitimacy to the accounting profession. 

Since the objectivity assumption is the central 
premise of our society, Molotch & Boden 
(1985) argue that a fundamental form of social 
power accrues to those who are able to “trade 
on the objectivity assumption” (p. 281). Legiti- 
macy is achieved by tapping into this central 
proposition because accounts generated around 
this proposition are perceived as "normal". It is 
perhaps not surprising or anomalous then, that 
CF projects continue to be undertaken which 
rely on information qualities such as "represen- 
tational faithfulness”, “neutrality”, "reliability", 
etc., which presume a concrete, objective 
world, even though past CFs have not suc- 
ceeded in generating accounting standards 
which achieve these qualities. The very talk, pre- 
dicated on an assumption of an objective world 
to which accountants have privileged access via 
their "measurement expertise", serves to con- 
struct a perceived legitimacy for the profession’s 
power and autonomy. 

This paper has not privileged “reason” but 
rather, treated it as a social accomplishment.’” 
Brown (1987, p. 194) states: “Thus, rationality, 
rather than being a guiding rule of individual or 
social life, turns out to be an achievement ... We 
may now focus on persons and groups as en- 
gaged in continuing processes of constructing 
‘rationality’”. When reasoning and rationalizing 
are demystified and the product of reasoning is 
not treated as privileged and compelling, but 
rather treated as a product of worlding, a radical 
reappraisal of the objectives of research follows. 
From such a perspective, researchers cannot see 
themselves as engaged in an objective enterprise 
which does not involve subjectivity or moral 
choices, and neither can they see accounting 
numbers (or any other representation ) as value- 
free. As Rorty (1980) argues, an attempt to exp- 
licate “rationality” and “objectivity” in terms of 


1? However, the style of the paper, relying as it does on logical and adequate argument to reason the case against reason, does 
prioritize and so reproduce reason, and its everyday and academic legitimacy. 
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conditions of accurate representation is "a self- 
deceptive effort to eternalize the normal dis- 
course ofthe day" (p. 11). Sartre( 1956) sees the 
attempt to gain an objective knowledge of the 
world, and thus of oneself, as an attempt to avoid 
the responsibility for choosing one's project. 

In the light of the discussion in this paper, it is 
suggested that a socially desirable stance for re- 
searchers is to see truth as “what it is better for 
us to believe" rather than as the "accurate rep- 
resentation of reality" (Rorty, 1980). Resear- 
chers may help society to break from outworn 
vocabularies and attitudes, a task of social signifi- 
cance in the post-modern'era of anomie and alie- 
nation. Rorty (1980, p. 360) calls such research 
“edifying” research. It is a project of finding new, 
better, more interesting, more fruitful ways of 
speaking. It “may consist in the hermeneutic 
activity of -making connections between our 
own culture and some exotic culture or histori- 
cal period, or between our own discipline and 
another discipline which seems to pursue in- 
commensurable aims in an incommensurable 
vocabulary. But it may consist in the ‘poetic’ 
activity of thinking up such new aims, new 
words, or new disciplines, followed by, so to 
speak, the inverse of hermeneutics: the attempt 
to reinterpret our familiar surroundings. ... 
Edifying research is supposed to be abnormal, to 
take us out of ourselves by the power of strange- 
ness, to aid us in becoming new beings." 

To knowingly speak an abnormal discourse re- 
quires confidence in one's own personal vision 
and the courage to communicate that vision. 
Evans-Pritchard (1937, p. 125) describes how 
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compellingly the normal discourse of the 
Azande envelops even the perception of self: 


À man —— bewitching another may hesitate to 
deny the accusation and even to convince himself for a 
short while of its evident untruth. He knows that often 
witches are asleep when the soul of their witchcraft-sub- 
stance flits on its errand of destruction. Perhaps when he 
was asleep and unaware something of the kind happened 
and his witchcraft led its independent life. In these cir- 
cumstances a man might well be a witch and yet not 
know that he is one. In Zande culture witchcraft is so 
much a daily consideration, is so much taken for granted, 
and so universal, that a man might easily suppose that 
since any one may be a witch it is possible that he is one 
himself. 


The normal discourse of our society is similarly 
compelling. Its rationalism and materialism 
prioritizes the intellect, and corporeal concerns 
such as production and consumption, and miti- 
gates against the living and experience of other 
human potentials such as the emotional, intui- 
tive, imaginative, spiritual and aesthetic. 
Furthermore, it conditions the perceptions that 
social costs, as opposed to market costs, are “val- 
ues” rather than "facts", and talk about such 
issues as alienation, poverty, pollution, un- 
employment, warfare, chemical poisoning, and 
the consumption of non-renewable resources, is 
seen pejoratively as subjective and emotional, 
rather than objective and rational. However, by 
adding to an accumulating literature in all the 
“disciplines”, including accounting, which is de- 
mystifying and deligitimizing the myths of “rea- 
son" and “objectivity”, it is hoped that this paper 
facilitates critical, “edifying” and socially "con- 
structive” research in accounting. 
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Abstract 


This essay outlines the central themes for an ethnographic study of the professional accountancy 
examination process. The nature of professional expertise and a justification of the ethnographic 
perspective are developed to locate the central narrative. A preliminary critique of the professional 
examination process is advanced on two levels: a relatively modest functional critique and a more 
ambitious critique of ideology based on the work of Habermas. The complexity of subjectivity remains a 
theoretical challenge to any comprehensive ethnography in this area. 


The education and training of chartered accoun- 


tants in the United Kingdom has recently re- 
emerged as an object of concern (see ICAEW 
1986 and 1987). The idea of re-emergence is 


worth emphasizing since the accounting cur-. 


riculum has been subject to scrutiny and criti- 
cism at various juncturės in recent history (see 
Kitchen & Parker, 1980). Indeed some of the 
issues currently being debated are far from being 
new. The present demand for accounting stu- 
dents to have an enhanced awareness of the busi- 
ness environment echoes some of A. E. Cut- 
worth’s criticisms which resulted in the intro- 
duction of a paper on general commercial 
knowledge in the English Institute examinations 
of 1921. 

Yet if some of the issues have been with us for 
a number of years, the emerging pressures for 
change are distinctively contemporary. The cur- 
rent appeal to the concept of a “business profes- 
sional” and the educational needs thereof seems 
to be linked to the increased competitive pres- 
sures to which many of the larger U.K. firms are 
now subject‘ and te-the implementation of the 
EEC 8th Directive (see Hopwood, 1988). The 
ICAEW initiatives in the training of accountants 
in the U.K. also reflect more general concerns 


about “relevance” in the educational world as a 
whole. Interestingly there is some evidence of a 
retreat from vocationalism in the USA. Zeff 
(1979) has argued for several years that ac- 
counting syllabi have been swamped by regulat- 
ory pronouncements at the expense of critical 
and reflective skills. These concerns have re- 
cently been echoed from an unlikely quarter — 
the large accountancy firms themselves. In an 
open letter to a number of parties in the educa- 
tional world there is a significant recognition of 
the value of broad social science based skills 
above mere rote learning (see Arthur Anderson 
& Co. etal, 1989). So there are clearly pressures 
within accounting education in both the U.K. 
and U.S.A. and it would be fair to say that the 
whole area is currently in a process of change. 
It is not the purpose of the present paper to 
discuss these issues in depth but to see them as 
an occasion for focusing upon what might be de- 
scribed as the “lived reality” of accounting edu- 
cation. In particular the intention is to concen- 
trate on the process of the preparation for and 
sitting of the intermediate and final ICAEW 
examinations. The England and Wales system 
enables university graduates of any discipline to 
join a firm and train as a chartered accountant. 


*I am grateful for the helpful comments of Paul Bircher, Michael Bromwich, Niel Duxbury, Jim Haslam, Anthony Hopwood, 
Richard Laughlin, Anne Loft, Peter Miller; Eammon Walsh, Hugh Willmott and two anonymous reviewers. 
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The training consists of a mixture of academic 
education leading to professional examinations 
and “on the job” experience (see Appendix for 
further details ). The examinations are generally 
recognized as difficult — largely because of the 
breadth of knowledge that is potentially examin- 
able and the arduous conditions under which 
preparation for them takes place (mainly study 
at home in the evenings). While much has been 
written about syllabus content and structure, 
nothing has been written from a sociological 
perspective about what it is like for participants 
to undergo this process. 

It is notable that within the sociology of pro- 
fessions literature relatively little has been writ- 
ten about the accounting profession as com- 
pared with Jaw and medicine. Exceptions in- 
clude Armstrong (1987), MacDonald (1984, 
1985), Montanga (1974, 1986) and Buckley & 
Buckley (1974). There have been some exten- 
sive ethnographic studies of the professional 
education process in other areas — Becker et al. 
(1961) on the training and socialization of med- 
ical students in the U.S.A. is a classic example — 
but little has been said about accounting educa- 
tion. Hoskin & Macve (1986) offer some useful 
pointers but their study is concerned more with 
the role of examinations as such regarded as a 
form of accounting rather than the accountancy 
examination process itself However, Loft 
(1986) locates the development of costing as a 
body of knowledge (and thereby as an examina- 
ble discipline) as a critical episode in the de- 
velopment of the cost accountant's professional 
status. 

The purpose of this paper is to sketch the con- 
tours of an ethnographically orientated study of 
the examination process leading to qualification 
as a chartered accountant with the Institute of 
Chartered Accountants in England and Wales. In 
a hermeneutically important sense the project is 
autobiographical and it could be argued that 
most social research has this basis merely with 
variations as to the degree of its disclosure. This 
perspective provides an epistemological access 
which, though it does not claim to be privileged, 
is at least as good as the participant observer 
basis underlying a great deal of qualitative 
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sociological research. 

The paper also seeks to situate and interpret 
ethnographic themes at two levels of critique. 
Firstly, it intends to establish a confrontation be- 
tween the claimed virtues of professional educa- 
tion and the lived reality of this process. Sec- 
ondly, it seeks to be critical in a more radical, if 
problematic, sense by suggesting that the site of 
professional education is one of "systematically 
distorted communication" in Habermas's sense. 
It must be borne in mind that this proposal for a 
critical ethnography of accounting education is 
at a preliminary stage being based on a tentative 
and relatively unsystematic account of some of 
the major themes. However, there is sufficient 
evidence at this stage to suggest that the prop- 
osal is both importantly innovative and theoreti- 
cally plausible. 

The argument is organized as follows. In the 
next section the role of examinations as the cer- 
tification of professional expertise is discussed 
and the importance of this process within the 
maintenance of professional "closure" is stres- 
sed. This sociologically based justification of the 
concerns of the essay moves in the third section 
of the paper to a methodological justification of 
ethnographic research. In the fourth section the 
key themes of an ethnography of accounting 
education are developed and suggestions as to 
where such research might concentrate are 
made. The next section is concerned with ar- 
ticulating the critical perspective which both in- 
forms and further interprets the observations 
made in the previous section. 

It is suggested that a critical ethnography may 
encounter theoretical limits at the point at 
which it attempts to interpret the forms of resis- 
tance of trainees to the system. Nevertheless, 
Habermas's model of distorted communication 
finds a rich basis of applicability here. 


THE CERTIFICATION OF EXPERTISE 


There is widespread acceptance within the 
sociology of professions literature that claims to 
expertise are at the very heart of the self-image 
and reproduction of professional communities. 
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Rueschemeyer (1983) describes professions as 
“expert occupations” in which examinations 
certify and legitimate that expertise. However, 
there is less consensus as to the precise func- 
tional role that expertise plays in the ac- 
complishment of “professionalism”. While the 
concept of an “expert occupation” serves to 
focus upon the knowledge basis of a profession, it 
is not clear how important this factor is in rela- 
tion to other determinants of the boundaries of 
professional groups (such as class factors). For 
example, Hopwood (1988) has argued that the 
relatively recent transition from social to “more 
educationally orientated” criteria for recruit- 
ment suggests that, in the case of accounting, 
examination systems which certify professional 
competence are perhaps an effect of profes- 
sional mobilization rather than a central feature 
of it. Loft’s (1986) account of the rise of the cost 
accounting profession is consistent with this in 
so far as the monopolization of competence is es- 
tablished well in advance of a detailed specifica- 
tion of the substance of expertise. Thus the rela- 
tionship between knowledge, expertise and the 
institutional setting of professions is undoub- 
tedly complex. 


Formalized accounting knowledge can be seen as a con- 
dition for the possibility of the professionalization of 
accounting, and that professionalization in turn changes 
the conditions underiying the elaboration and develop- 
ment of accounting knowledge (Burchell et al, 1980, 
p. 8). 


This is an important suggestion since radical 
critics largely subscribe to a functional view of 
professional expertise in sustaining a position of 
monopoly that defines and constructs the needs 
of its consumers. Against this, a more complex 
and reciprocal model, in which the functionality 
of expertise can be problematized, is a plausible 
alternative. The existence of technical knowl- 
edge is never a sufficient condition for its institu- 
tional implementation and the effects of the lat- 
ter may sometimes be unintended. Thus the mis- 
sion of a profession to attempt to translate "one 
order of scarce resources, skills, into another, so- 
cial and economic rewards" is a perilous one. Ex- 
ternal and internal pressures are constantly at 
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work to undermine the achievement of closure 
and market control. If these are arguments to 
suggest that the establishment of systems for 
examining the credentials of would-be experts 
have an ambiguous, structural position within 
the history of professional formations there are 
also those that focus on the problematic content 
of that expertise. An ethnography study by 
Dingwall (1987) has drawn attention to the in- 
ternal negotiation process that sets boundaries 
to legitimate professional knowledge. The con- 
siderations underlying syllabus content are as 
much normative as technical, suggesting that ac- 
quiring professional expertise involves the 
grounding of skills within a value framework. 
This is echoed in the case of business school 
training where Collins (1979) has suggested 
that most employers regard it primarily as evi- 
dence that students are committed to business 
values. Employers remain sceptical of the tech- 
nical utility of the training. 

The substantive content of "expert" education 
systems may also be problematic for functional 
reasons. Baer (1986) has suggested that profes- 
sions deliberately sustain discretionary and un- 
testable cognitive areas in order to assert the un- 
iqueness of the individual expert. Thus there is a 
permanent tension between an emphasis upon 
individual professional skills and the more com- 
munal claim to an accumulated and standardized 
body ofknowledge. Collins ( 1979) makes a simi- 
lar point when he argues that a strong profes- 
$10N: 


requires a real technical skill that produces demonstrable 
results and can be taught. ... The skill must be difficult 


enough to require training and reliable enough to pro- 
ducc results. But it cannot be too reliable for then 
outsiders can judge work by its results and control its 
practitioners by their judgements (pp. 132—133). 


This concept of professional expertise is far 
from stable and in general terms the maturity of 
a profession is marked by an advancing "soft", 
“judgement” frontier of knowledge which leaves 
in its wake an increasingly standardized concep- 
tual and empirical foundation (Baer, 1986). The 
judgemental is increasingly colonized by the cal- 
culative but we should not expect this process 
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to go too far. Professions do not wish to ground 
themselves in a purely technical-instrumental 
body of knowledge since the potential replica- 
bility that this implies simultaneously threatens 
closure. Mystique and ambiguity play an import- 
ant role in sustaining the expertise of the indi- 
vidual practitioner. 

Any examination system in which expertise is 
certified therefore plays an important and com- 
plex role in attempting to sustain a profession 
both in terms of securing the external legitimacy 
of its claims to expertise and in the socialization 
of an aspiring membership. Of course the “site” 
of professional education’is not the only one in 
this socialization process. For example, in the 
case of accounting trainees important socializa- 
tion processes have already taken place e.g. at 
university, before they enter the professional 
examination system. In terms of Illich's (1986) 
analysis, important attitudes to knowledge and 
learning have crystallized long before students 
commence training as articled clerks. Addition- 
ally, there are also other socialization forces, re- 
moved from the site of professional examina- 
tions, which may have a determinative effect in 
constructing the professional accountant. 
Hence there is a need for a detailed analysis of 
the examination and education process in order 
to understand and thereby act upon its role. Hav- 
ing raised questions about the functionality of 
the systems that generate professional expertise 
it is necessary to seek out such connectivities as 
exist between training, practical work and the 
creation of professional chartered accountants. 
An ethnographic study is an appropriate level at 
which to initiate the pursuit of these issues. 
There are at least two reasons for initially con- 
centrating on the examination rather than, say, 
the practice training environment. Firstly, in so 
far as the curriculum determines what counts as 
core knowledge and what is considered 
peripheral then this constitutes an important 
element of the socialization of trainees. It pro- 
vides them with an ideal form of what account- 
ing is and what it is not which is determining at 
a time when their own early practice experi- 
ences seem inchoate. That is to say, students in- 
evitably draw upon their provisional theoretical 
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knowiedge to make sense of themselves and 
what they do in practice as being related to 
something called accounting. The educational 
process importantly provides: 


a frame of reference, a special rhetoric, a vocabulary of 
motives and justifications and 2 distinctive methodology 
for ascertaining facts (Dingwall, 1987, p. 369). 


It is thereby both a constraining and an enabl- 
ing condition for potential entrants. Secondly, 
the effect, whereby the examination system 
breathes legitimacy into the practice work ex- 
perience, is reinforced by the swiftly evident fact 
that passing the examinations is a necessary 
(though not sufficient) condition for advance- 
ment within the organization. In the author's 
experience the external perception of one's 
capabilities as an accountant is intimately re- 
lated to the level of progress achieved in the 
examination process. The anomalies created by 
this are acknowledged (“he’s a good auditor, but 
just can't pass the examinations" ) but rarely in a 
manner that questions the legitimacy of the 
examinations themselves. Ultimately, perform- 
ance in this sphere is seen as crucially determin- 
ing as far as claiming the title of "Chartered 
Accountant" is concerned. 

To summarize, the claim to expertise plays a 
central but complex role in sustaining profes- 
sional communities. The complexity relates 
both to and between the external legitimizing 
fünction of such claims and the internal specifi- 
cation of the content of expert knowledge itself 
Examination systems represent one concrete 
process by which expertise is transmitted and 
regulated (another being on-the-job-training ). 
A critical ethnography of accounting education 
thereby addresses an important site of profes- 
sional socialization and reproduction at a level of 
analysis in which its complexity can be rendered 
more visible. It is to the idea of such an ethnog- 
raphy that we must now turn. 


HERMENEUTICS AND ETHNOGRAPHY 


The concept of ethnography has its roots in 
anthropology (Silverman, 1986, p. 96) and the 
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attempts to describe “alien” cultures. However, 
the theoretical and methodological issues that 
arise in the search for “adequate” description are 
relevant to qualitative sociological research in 
general. Whether it is the tradition that runs 
from the classical hermeneutic thinkers, such as 
Dilthey through Weber to what is now called in- 
teractionism, or that which flows from Schutz's 
(1976) "socialization" of Husserl's phenomenol- 
ogy and is now characterized as ethnomethodol- 
ogy, there is common ground with the ethnog- 
raphical descriptions that constitute cognitive 
anthropology. While Silverman ( 1986) develops 
some of the differences among these positions it 
will suit the purposes of the present argument to 
concentrate upon what is common to them. 

In broad terms ethnography represents a re- 
search commitment to describe the various lin- 
guistic and symbolic practices which constitute 
and serve to maintain a shared reality among so- 
cial actors. The focus is upon the maintenance of 
shared institutional and social realities via action 
— language being in this sense central to the 
analysis of action. There are unmistakable 
echoes here of the later Wittgenstein and the 
more recent work of Winch (1958). Indeed 
ethnography could be said to be a form of “lan- 
guage game" analysis. 

Another characterization of the ethnographic 
approach is to describe it as naturalist, Le. aiming 
to observe things as they "really are". However, 
given the positivistic connotation of this formu- 
lation, quite what this means both theoretically 
and methodologically is a source of dispute. The 
problem can be stated quite simply. To a large 
extent ethnographic studies must rely on a rich 
description of the linguistic and non-linguistic 
practices of tbe social domain under investiga- 
tion in order to penetrate the "subjective realiza- 
tion of commonality" (Willis, 1977) at its critical 
junctures. This in turn tends to give ethno- 
graphic accounts an anecdotal or ( worse) jour- 
nalistic quality. The problem is that it is often dif- 
ficult to determine the criteria for including cer- 
tain events within the account but not others. 
Thus while ethnography appears to sit easily 
with hermeneutic and post-empiricist rejections 
of theory-neutral observation, the localized di- 


337 


versity of its focus gives rise to worries about 
criteria of adequacy. If the hermeneutic orienta- 
tion liberates us from a false ontology of under- 
standing in the social sciences, problems of 
methodology remain. In order to address them it 
is quite useful to focus on a feature of ethno- 
graphic research in which these concerns are 
concentrated — the status of the case study. It 
would require a more comprehensive analysis 
than this to analyse case study methodology in 
full, but some passing remarks in this context 
seem worthwhile. 

It has been said that ethnographers “lack a 
sound means of developing and validating 
generalizations” (Silverman, 1986, p. 111). 
Denzin’s (1970) attempt to characterize such a 
method centres upon the search for “decisive nega- 
tive cases”. Thus he argues that reasoning in qual- 
itative research proceeds inductively. A case is 
studied in the light of a hypothesis to determine 
whether or not the latter fits the facts. If it does 
not, Denzin argues that the hypothesis must be 
reformulated or the phenomenon must be “re- 
defined”. This process of “analytic induction” 
procedes until a universal relationship is estab- 
lished. 

There are a number of problems with this ac- 
count. Denzin states that "practical certainty" 
may be attained after the examination of a small 
number of cases but what does this mean? Is 
practical certainty a hybrid form of 
hypothetico—deductive certainty? Furthermore, 
the option in case study analysis, to "redefine" 
the social phenomenon under investigation is 
critical. This is also an option in natural science 


'but for sociology the potential indeterminacy is 


that much greater. For example, the question 
often arises as to whose definition (researcher? 
subject?) of the phenomenon is to count. 
Hence the model of analytic induction ad- 
vanced by Denzin and endorsed by Silverman 
leaves a number of issues unanswered. It is not 
simply a case of applying a grand theory like that 
of Habermas to organize and interpret an in- 
choate collection of theoretically neutral empir- 
ical observations. Any case study is elaborated 
by an analyst because it is believed to exhibit 


some general theoretical principle. Mitchell * 
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(1983) argues that the claims to validity depend 
entirely upon demonstrating that the features 
portrayed are representative of the general prin- 
ciple and not of a population (as would be the 
case in survey research ). Thus quasi-positivistic 
worries that case studies only provide a single in- 
stance miss the point of the hermeneutic circle 
linking theory to case. The description of the 
case study will already be informed by aseries of 
values which bear an unexplicated relation to 
the theory. Against a sharp separation of theory 
and facts, it is Gadamer's image of a “fusion of 
horizons” that suggests itself. The intention of 
such an image is not to create a self-reinforcing 
and impregnable circle linking case study to 
theory. The hermeneutic perspective is essen- 
tially open and hence there will be features of 
any case study, in its relatively diverse empirical 
nature, which may be revised and reinterpreted. 
It is precisely at this point of open boundary be- 
tween case study and theory, the particular and 
the general, that understanding can advance ina 
self-critical fashion. The fusion of horizons must 
therefore be critically self-reflective in a fashion 
that simple appeals to confirmation/falsification 
criteria are not. This is the essence and strength 
of ethnographic studies. When Gadamer states 
that “methodological openness includes our 
placing the other meaning in a relation with the 
whole of our own meanings or ourselves in rela- 
tion to it” (Gadamer 1975, p. 237), he is not ar- 
guing against the search for negative instances as 
a respectable methodological pursuit. Rather he 
is demanding that we should understand that 
what counts as negation is itself a point of negoti- 
ation. This critical “moment” in the hermeneutic 
circle is important since it is the point at which 
the “openness” of understanding may itself be 
subject to critique. Thus critical theorists such 
as Habermas would argue that hermeneutics is 
blind to the socially constructed nature of the 
openness of understanding (see Habermas, 
1977). We shall return to the themes ofa critical 
hermeneutics below. 

It is argued that at crucial points in the her- 
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meneutic perspective, proponents of qualitative 


research methodologies fall back upon unexpli- 


cated concepts. For example, Mitchell (1983) 
employs such terms as “the cogency of theoreti- 
cal reasoning”, but what are we to understand by 
this? The tendency for positivistic critics is to 
redraft these notions such that concepts of testa- 
bility are reimplicated. But the whole thrust of 
the hermeneutic tradition and its continuities 
with ethnographic research, is to emphasize the 
sense in which all social inquiry is exploratory 
and open. Where a researcher is attempting to 
comprehend the structures of meaning in the 
object domain under investigation then the con- 
ditions of adequacy in such a process cannot be 
readily formalized. Indeed the very notion of 
adequacy is positivistically charged in so far as it 
implies an ontological gap between theory and 
fact. Hermeneutics is the reflective deconstruc- 
tion of this duality and hence of the problem of 
adequacy in this form. Underlying this is a vision 
of social research as continuous and (in the 
case of participant observation studies) contigu- 
ous with the accomplishments of everyday life 
and its understanding. Meanings therefore pre- 
cede and are constitutive of observation not vice 
versa. As such the ultimate “adequacy” in a re- 
constituted sense of case study analysis is to be 
found at this level of a lived experience (Erleb- 
nis) which is both the medium and the outcome 
of what we identify and elaborate as "theory" and 
the “empirical world". This distinction can only 
be made on the basis of, and emerges from, con- 
texts of mundane object recognition.! Con- 
sequently, there is a need for a more radical 
break with the scientific paradigm of assessment 
towards one that is more literary in orientation 
in which the case study emerges as a narrative 
form. Despite a universal desire to establish a dis- 
tance from positivism, qualitative sociologists 
do not effectively address the possibility of case 
studies as a formal narrative. Perhaps the vested 
nced to maintain disciplinary boundaries is too 
strong for this to be seriously adopted. Yet con- 
cern about what constitutes a good or bad case 


'I am grateful to Hugh Willmott for stimulating these suggestions. 
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study research may be aided by looking to a 
model more sensitive to its narrative charac- 
ter." 

To summarize, in this section it has been 
argued that the ethnographic perspective has its 
ontological and methodological foundation in 
the reflective recognition of a continuity be- 
tween mundane and theoretical understanding 
of the social world. This argument is necessary 
to forestall concerns about the subjective nature 
of the preliminary ethnographic themes ad- 
vanced below particularly as they have their 
basis in the mundane reflections of the author 
and not in a fully articulated field study. It is to 
these reflections as the possibility for construct- 
ing such a field study that the argument now 
turns. 


TOWARDS AN ETHNOGRAPHY OF 
ACCOUNTING EDUCATION 


Background to tbe study 
The author qualified as a chartered accoun- 


tant in 1986 with the Institute of Chartered Ac- 
countants in England and Wales (see Appendix 
for details of this system). Hence the analysis 
that follows represents the purest form of par- 
ticipant observer study available. However, the 
study is simply not as rich or as extensive as 
those conducted by Becker et al (1961) and 
Willis (1977) not merely because of its length 
but because it is not the result of a formally con- 
ducted field study. Rather, the analysis has been 
constructed on the basis of ex post sources such 
as metnory, diaries and informal conversational 
exchange with contemporaries to which no 
explicit attribution will be made. 

Another point of difference from other full- 
blooded ethnographies is the relatively narrow 
focus of the study — the professional examina- 
tion system. Clearly this would only be part of a 
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more comprehensive investigation of the forces 
acting upon trainee accountants in their early 
years. This emphasis has been justified above but 
in the following analysis an attempt is made to 
suggest how a broad ethnographic study might 
proceed to examine the wider processes of 
socialization. 

The examination system upon which the 
analysis is based is constantly developing 
(ICAEW, 1987). The basic contours of the sys- 
tem extend over three years combining block 
release for examination studies in parallel with a 
system of practice-based exposure and on-the- 
job-training. While this provides for a highly 
structured professional development over the 
training period, this developmental dimension is 
not fully analysed below. Again it must be stres- 
sed that a comprehensive study would need to 
track the development of student attitudes dur- 
ing articles and provide a richer sense of the 


transition process. Some suggestions for how 


this might look are made below in a narrative 
which bas the merits of being sharply focused 
upon critical features of the examination dis- 
course if not the full range of agency possibilities 
and interpretations within them. 


Initiation 

At the induction stage students are informed 
that training for professional examinations bears 
little relation to the experience of studying at 
university or college. This observation is often 
made with barely disguised disdain for the latter. 
Progress can now be made towards a more “ma- 
ture” stage of knowledge acquisition and learn- 
ing beyond the undeveloped outlook ofa univer- 
sity. This attitude is visible in parallel with an 
explicit claim that rote learning, akin to the 
studying methods of middle school years, will be 
required at least until the intermediate stage. 
Thus, the knowledge basis of professional exami- 
nations is simultaneously celebrated as progres- 


It is worth reflecting upon a certain disdain within academic circles for research which adopts the first person singular 
‘narrative form. I have referred to myself as the “author” above but what is seriously achieved by this? For all the excitement 
of post-empiricism, deconstruction and hermeneutics there remains in social research a dream of an objectivity which is 
incompatible with the first person perspective. Such a dream may play a regulative role in research as a counterpoint to 
“methodological anarchy” but I suspect it has more to do with maintaining the boundaries of academic culture. 


340 


sive and described as regressive. Students’ initial 
reactions to this paradox are mixed — ranging 
. from outrage to stoicism. At this stage they are 
still locked into the learning style of a university. 
Humanities graduates appear to suffer most from 
the transition to the new regime and most firms 
attempt to give them special attention in the 
early stage. Nevertheless, wastage from this 
group is always high at this time. Learning dou- 
ble entry bookkeeping is described to students 
as similar to learning to ride a bike, i.e. not an 
intellectual process. 

Those students who settle early into this at- 
titude do well. Indeed the introductory course 
on bookkeeping in the first week or so of profes- 
sional life is a critical process for trainees who 
have not done accounting degrees. Performance 
at this very early stage is a surprisingly accurate 
barometer of later professional success. This first 
course involves a progressive exposure to large 
volumes of accounting questions of accelerating 
technical difficulty. Those who successfully 
complete their allotted questions in good time 
have the opportunity visibly to assess their peers 
and hence their relative position. For others, 
who have perhaps become entangled in a very 
small point, the experience is one of always 
catching up. Of particular interest are the evi- 

‚dently bright humanities graduates who experi- 
ence a form of shock at being unable to come to 
terms with bookkeeping. Beneath jocular state- 
ments in the coffee breaks to the effect that “I 
used to think I was clever” lurks an accelerating 
despair and panic. On this introductory course 
the “bright” and “clever” individuals emerge in 
the student culture as objects of envy. Once 
ahead they always seem to stay ahead in the pro- 
fessional examination game. 

The introduction to bookkeeping is therefore 
a key phase in student development — very con- 
centrated and usually lasting only ten days. Ac- 
cordingly an ethnographic study could usefully 
focus attention here since it is to a large extent a 
crucible for many changes. Even over a ten day 
period patterns of socialization into the basic 
language of business ("debtors", “creditors”, 
etc.) constitute a significant transition into the 
values of accounting. 
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There are a number of other pressures on 
trainees at this early period of their careers such 
as simply adjusting to working life but the intro- 
duction to the professional examination system 
and the required workload is critical. The reality 
of evening study after a full day's work causes 
considerable unease. As the Becker etal (1961) 
study also observes, the induction process delib- 
erately attempts to intimidate students by how 
much they are required to learn. This creates an 
initial sense of "overload", i.e. the belief that 
there is more work to do than time available. 
This belief is reinforced when students are pro- 
vided with study texts — comprehensive single 
volume guides to each subjectarea. These manu- 
als are usually very large and not easily portable 
thereby providing a physical manifestation of 
the intellectual overload. 

The shared perception of participating in an 
"unfair" system is one that ties student groups to- 
gether and gives them a shared culture which is 
distinct from other groupings (eg. audit 
“teams” ) in their professional lives. Clearly such 
a culture is ultimately overtaken and dominated 
by these other influences as time progresses. 
From initial exchanges between students con- 
cerning "the jobs that they are working on" there 
is ultimately a transition to exchanges where 
they talk about “my client". With accelerating 
seniority the group bonds of a trainee culture are 
gradually eroded. A comprehensive ethnog- 
raphy would address the interconnections be- 
tween student and practice cultures. On long 
periods of block release the former predomi- 
nates and the "firm" is a distant entity. In an im- 
portant sense they are competing cultüres and a 
trainee must manage the dual strategies of 
examination success and competent practice 
work. Ethnographic research would need to 
characterize the tensions of this duality. 


Technique, strategy and examination success 
Another durable element of the induction 
process is the emphasis upon technique. In this 
sense, technique is an approach to the examina- 
tion process which emphasizes qualities such as 
speed, relevance, neatness of presentation and 
systematicity. The dominant instructional idea is 
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not to develop understanding but to score marks 
in the most efficient manner possible. Under- 
standing is regarded as possibly a necessary but 
by no means a sufficient condition for examina- 
tion success. To a large extent the emphasis of 
these techniques is congruent with the require- 
ments of other aspects of trainees’ concerns. The 
need to produce legible working papers, reports 
and to work to budgets reinforces attitudes de- 
veloped in the examination training context. 

Where an attention to examination technique 

‘is cultivated at the level of particular problems, 
students are also encouraged to develop a 
strategic or tactical attitude to the examination 
system as a whole. The object is to pass the pro- 
fessional examinations and this objective, which 
is reinforced by the crude reality of career ad- 
vancement (“if you don’t qualify, you cannot 

; progress"), plays a key role in determining at- 
titudes to knowledge. Discursive educational 
values are swiftly eroded. 

This strategic attitude crystallizes during the 
periods of block release to private sector tuition 
centres. Classes here are large — on average 
thirty-five or more students — which is neces- 
sary for commercial reasons. The courses them- 
selves are highly structured and designed to 
cover the required breadth of learning. There is 
continual assessment on the basis of short tests 
and mock examinations. Scores are posted at the 
back of the classroom and individuals who are 
below average are highlighted in fluorescent 
marker pen. This has a number of effects. It rein- 
forces the strategic attitude in so far as the do- 
minant question becomes “Am I doing better 
than average?” It creates a very literal form of 
(glowing) visibility in relation to one’s contem- 
poraries and thereby an understated but 
nevertheless real atmosphere of competition. 
Thus the attitude of “Do I understand this?” is 
displaced by a concern for one’s relative posi- 
tion in the group. In turn attitudes of confidence 
(above average) or fear (below average) are 
generated on a day to.day basis. 

. The subjects of the Becker et al. study operate 
within a similar environment. Large classes and a 
formal lecture system serve to minimize contact 
between staff and students. Throughout the time 
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medical students develop increasingly tactical 
methods of study. The medical school system 
has, if anything, more extensive forms of and 
more frequent examinations. Students are issued 
with "pink slips" to indicate that they are not up 
to standard i.e. below average on the various 
"shotgun" tests conducted. This corresponds to 
the “quickie” tests that accounting students un- 
dergo. Becker et ai note that the abolition of 
grades in medical school is asource of anxiety to 
students. Accounting students, while being 
sceptical of the quality of marking (which could 
produce anomalies because of the time pressure 
on markers themselves to return scripts) tended 
to want marks nevertheless as a quantifiable 
yardstick of “progress”. Again this aspect of the 
examination process mirrors the dominant tech- 
nical features of their professional lives as 
trainee accountants. 

In conducting an ethnographic study based 
around these themes attention would need to 
focus on an emergent acceptance of technique 
and strategy. Some individuals try to resist wor- 
rying about whether they are above or below 
average (usually because they are below) but 
the lure of the scoreboard is usually too strong to 
resist as a focus for discussion. More importantly 
there emerges a way of talking about accounting 
which will be discussed below. 


Tutors 

The size of classes tends to discourage any 
interactive participation with the tutor. Indeed 
the whole concept of class discussion is domi- 
nated by the structured nature of the teaching 
requiring a specific time allocation to each seg- 
ment of the syllabus. Questions therefore tend to 
be of a specific technical nature or of the form 
“Do I need to know this?” This question also 
breaks down into the following: "Is it on the syl- 
labus?" and “Is it likely to be examined?” Thus 
given the experience of overload described 
above students refine the strategic attitude into 
that of developing predictive systems. However, 
unlike the Becker ef al subjects who must de- 
velop these systems themselves, accounting stu- 
dents demand them as of right from tutors. Ac- 
cordingly, given the low level of interaction be- 
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tween students and tutors, the student evalua- 
tion of the latter crystallizes into two main 
forms: “Will he/she get me through the examina- 
tions?” and, as a sub-set of this, “Can he/she pre- 
dict what will be in the examinations?” 

Concerning the former question this reveals a 
strong tendency of students to pass at least some 
of the responsibility for their own performance 
on to the quality of instruction. This attitude de- 
velops at the induction and intermediate level 
where it is to some extent justified since the sys- 
tem is designed to teach the students everything 
needed to pass the examination. The system 
does not make such a claim for the final level but 
student expectations tend not to adjust accord- 
ingly. 

One of the highest compliments paid to a 
tutor was that he was “idiot proof". The implica- 
tion is that via the agency of the tutor the system 
can deliver the required product,ie. examina- 
tion success, relatively independently of the stu- 
dent’s particular attributes. Such tutors become 
highly valued within the student culture. “Make 
sure you get X for financial management” is com- 
mon advice from students to their counterparts 
in the year below. This mythology has real ef- 
fects in so far as the larger clients of the private 
sector tutorial colleges can influence the choice 
of tutors for their students. 

Perhaps the highest accolade is bestowed 
upon those tutors with a reputation for success- 
ful examination predictions. However, in this, as 
in most things, a reputation once lost is not easily 
regained. While students flock to hear the “tips” 
for the examination ex ante anxiety is never en- 
tirely allayed. An ethnographic focus on the 
tutors themselves would be an important study 
in its own right for a number of reasons. On the 
basis of anecdotal evidence it would seem that 
tutors occupy a contradictory position. Privately 
some talk with a yearning for educational values, 
involvement with students and some interest in 
wider aspects of accounting. Professionally they 
must adopt an examination orientation and in re- 
ality student contact is limited and, due to exten- 
sive teaching loads, largely unwelcome. Be- 
tween cynicism and longing the commercial re- 
ality of the tutor's position is a potential source 
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of tension. One manifestation of this is occa- 
sional "straying" beyond the syllabus and it 
would be valuable for a study to document the 
nature of these departures. However, there is 
also a culture of sanctions against such depar- 
tures as we shall see. 


Time, waffle and tbe construction of tbe 
examination 

It is generally held that there is a discernable 
difference between the intermediate level (Pro- 
fessional Examination 1) and the final level ( Pro- 
fessional Examination 2) in terms of a shift to- 
wards a more discursive rather tban rote learn- 
ing approach to accounting. This seems unob- 
jectionable since it makes sense to learn a series 
of techniques and then learn to be more critical 
about them. But the reality of this shift is ques- 
tionable and a discussion of this approaches a 
central feature of the professional examination 
process. 

Hoskin & Macve's (1986) analysis of examina- 
tions regards them as accounting constructs. 
The thrust of their thesis is a claim linking the 
calculative discipline of accounting practices to 
the rise of examinatorial power in general within 
education. Naturally a paradigm case of this is to 
be found in accounting education itself. They 
argue that the "examination mark" is a construct, 
a mathematization of qualities and the crystalli- 
zation of a power-knowledge technology. This 
mathematization. of qualities is experienced 
elsewhere. in professional life where, for 
example, quantifying findings in audits is em- 
phasized. But if it is rather obvious (perhaps 
comforting?) that accounting examinations re- 
flect accounting reality in this way the picture is 
a little less straightforward. The concept under- 
lying Professional Examination 2 in the ICAEW 
system is not only to test more technically ad- 
vanced areas but to require a more critical and 
discursive approach to the accounting domain. 
Thus a high proportion of the examination at this 
level purports to be discursive rather than a 
question of solving numerically based problems. 
For example in the December 1986 manage- 
ment accounts paper, the maximum possible 
discursive element was approximately 65%. On 


EDUCATING ACCOUNTANTS 


the financial accounting paper that year candi- 
dates were required to, “Critically evaluate the 
accounting treatment required by SSAP 13.” This 
is a perfectly fair question and in keeping with 
the intentions of P.E. 2. The problem is that only 
eight marks were allocated to it. In the context 
of an efficient approach to the examination as a 
whole it is only tactically sensible to spend four- 
teen minutes on such a question. Within such a 
context "critical evaluation" is itself reduced to a 
technique. Thus, the required approach is to 
make a number of well structured, discrete 
points which will be clearly visible to a marker 
— corresponding more to a list than a sustained 
discussion. After all, little can really be said in 
such time other than the most general points. In 
this way the discussion elements of the examina- 
tion itself are "constructed" by the time con- 
straint and “colonized” by technique. 

Another related issue is that students are 
never thoroughly prepared to deal with these 
discussion type questions — even on the basis of 
some technical tricks to score marks, e.g. learn a 
list of key points. Even for a P.E. 2 block release 
course the tendency is for tutors to concentrate 
on the numerically technical elements of the syl- 
labus. The discursive elements are generally al- 
located to self study. Indeed, some tutors seem 
uncomfortable with such elements and descrip- 
tions such as “waffle” are not common, as if such 
elements are somehow a necessary defect of the 
syllabus which could be reasonably mar- 
ginalised. Indeed, it is with some relief that stu- 
dents are informed that it is unlikely that a whole 
question in the management accounting paper 
would be devoted to the behavioural dimension 
of accounting. Most students themselves 
aquiesce in this attitude, being more comforta- 
ble with quantitative and, one supposes, more 
objective questions. Even students with an arts 
background have, if they survive to P.E. 2, been 
extensively exposed to the examination educa- 
tion system such that they feel on stronger 
ground with more technical numerical prob- 
lems. At best a fully discursive question is re- 
garded as a high risk option. This is not entirely 
because of lack of knowledge but also a concern 
about the examiners’ requirements. That is, a 
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strategic attitude to the examination generates a 
preference for relatively unambiguous require- 
ments where one can be sure that one is “scor- 
ing” on a regular basis over the three hours. 
Numerical questions tend to be atomistic 
enough to justify such an attitude. Discursive 
questions are not — unless of course one can 
atomize them in the same fashion. This in turn 
favours discrete points as distinct from a lengthy 
narrative which develops an argument logically. 
Markers like the former rather than the latter, 
and so the whole process is self-reinforcing. 
Even the auditing paper at P.E. 2, which is much 
like a series of case studies and most suited to a 
discursive approach, in reality requires a very 
technical response both in terms of the detail re- 
quired and the overall strategy necessary to pre- 
sent an answer. Extended discussion has no 
place. 

Thus the discussion element of questions is ef- 
fectively subsumed under the tactical/strategic 
approach both by the restricted time allocation 
to each issue and a de-emphasis within the over- 
all teaching structure. There is very much an at- 
titude of outward censure both from most tutors 
and certainly other students towards any en- 
thusiasm or larger level of interrogation of ac- 
counting. The ultimate sanction is the demand 
“not to think ... that’s the road to failure. Why 
waste energy contemplating issues that lie 
beyond the syllabus?” Curiously the issues lie 
within the syllabus but the actual structure and 
practice of learning serves to marginalize them. 
An ethnography of accounting education would 
be concerned with describing this emergent in- 
strumental language at the very heart of the pro- 
fessional examination process which subsumes a 
discursive, softer analysis within it. At this level 
of discourse, the lived reality of the educational 
process as distinct from the stated values of the 
syllabus, attitudes to knowledge are uncon- 
sciously shaped. It is also at this level that the 
contradictions inherent in a system designed 
with the intention of imparting ethically in- 
formed judgement as well as technical prowess 
would become visible as the shared meanings 
around the celebration of Eus gain a 
foothold. mos NS. ^u 
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Pressures on social life 

À substantial proportion of study time for the 
examinations consists of self study away from 
the classroom. Unlike university this effectively 
requires a commitment to working at home in 
the evening after a full day's work. The system is 
universaly acknowledged to be unfair as 
trainces have differential day time work loads 
which set the limits of what is feasible to achieve 
in the evenings. Nevertheless there is a pervasive 
rhetoric that the discipline of this method of 
working is somehow a good thing, a develop- 
ment of character. The language of discipline 
dominates that of knowledge and learning. Phys- 
ical and psychological stress added to the em- 
phasis on technique become elements of a more 
general discourse in which the "men become 
separated from the boys", "the tough get going 
..." and various other stock phrases are active. 
The clichés are not empty but interface with a series 
of other social pressures on trainee chartered ac- 
countants. One was definitely "not one of the 
lads" to express a serious concern for studying. 
In the author's experience this created a number 
of contradictory pressures involving the need to 
be seen not to be a bookworm but also to main- 
tain a privatized commitment to pass the exami- 
nations. By privatizing the knowledge acquisi- 
tion process in this way, the overall strategic at- 
titude was reinforced as an extension of self-in- 
terest. The intention of this study is not to pur- 
sue these other influences upon students in de- 
tail but to log their effect on the developing 
sense of what counts as knowledge. The forces 
that serve to socialize individuals and "con- 
struct” them as accountants are diverse. How- 
ever, the examination process serves to instil the 
self-image of possessing esoteric, hard won 
skills, not primarily in terms of an explicit stan- 
dardized body of knowledge that is acquired but 
because ofthe forced exclusions and boundaries 
that delimit accounting from not-accounting. - 

However, it is worth noting certain key effects 
- ofthe process. To the extent that the demanding 
work load eats into "free time", the social lives of 
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trainees are affected. Contact with the non-ac- 
counting world is therefore minimized. It would 
be very easy to exaggerate the influence of the 
erosion of free time — at the level of individuals 
the effects may be quite diverse. However, it 
does seem to play a role in reinforcing the col- 
lectivity of student and professional life which 
increasingly turns inwards (a trouble shared ...) 
rather than outwatds for consolation. Trainee 
accountants who were emotionally involved 
with non-accountants often experienced dif- 
ficulties. “He/She doesn't understand when I say 
I have to work this evening ..." Only fellow 
travellers can fully identify with the probiem. 
While these observations are largely specula- 
tive the effect of studying on social life is clearly 
large if problematic to specify.? The allocation of 
time which is initially developed as an examina- 
tion tactic comes to play a general role. In work- 
ing life it is effected via the timesheet ("Can I 
beat the budget?", "Am I faster tban last year?", 
“Can I afford to charge overtime to this job?") In 
social life there is a similar crystallization of time 
allocation — it is increasingly more carefully 
planned to suit the studying load. Perhaps it is no 
wonder that accountants acquire a reputation 
for lack of spontaneity. The time allocation men- 
tality is entirely antipathetic to it. A rich ethnog- 
raphy would therefore need to document par- 
ticular trainees' approaches to the management 
of the practice work, study time and social life 
matrix. Becoming “organized” in social life has 
implications for the nature of aesthetic and affec- 
tivc experience itself and represents the corol- 
lary of a "cultural industry" (Horkheimer & ` 
Adorno, 1972) in which carefully orchestrated 
packages of "leisure" fragment the possibility of 
participation in a wider ethical polity. Hence, an 
examination of young professionals' reading and 
leisure habits may reveal an important transition 
over the period of training. "I work so hard that 
I just want to relax at the end of it all". Yet in 
"switching off" from professional life it is presup- 
posed that private and public life are distinct and 
non-porous to each others effects. Against this 


*The incidence of students who decide to marry on or soon after qualification seems high (and includes this author!). It 
reinforces the sense in which normal life is suspended during the training contract period. 
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presupposition a critical ethnography would be 'examinatorial scale is marginal, the effects 


committed to disclosing the signs that in leisure 
time we “switch off” not merely as professionals 
but also as critics, citizens and perhaps even 
lovers. 


Winners and losers 

An important feature of the professional edu- 
cation process is the examinations themselves. It 
is the performance here that determines pro- 
gress to the next stage and ultimate qualification 
or backsliding and perhaps an early departure 
from the profession. The system, as leading to a 
qualification “worth having”, requires that there 
be a considerable number of losers. But beneath 
this functional requirement of limited occupa- 
tional entry the lived reality of winning and los- 
ing may tell an interesting story. 

Only in exceptional circumstances could 
prizewinners in professional examinations be 
described as intellectually gifted. Most work ex- 
tremely long hours for their success (“two 
hundred financial accounting questions in the 
two months before P.E. 2”). At the other end of 
the scale the losers are generally there because 
they don’t work hard enough and there are a 
number of reasons for this. In the extreme there 
are those who have given up and are determined 
to leave the profession. However the majority of 
trainees occupy a middle range in which the dif- 
ference between examination success and fai- 
lure is marginal. What is largely admitted across 
the whole range of winners and losers is that the 
material itself is not intrinsically difficult. What is 
difficult is finding the time and motivation to ad- 
dress it comprehensively. Thus, many factors in- 
tervene in examination success but intellectual 
ability is rarely one of them. A common claim 
form from failed candidates is that practice work 
pressure eats into the time available for study. 
But at the margin just a few marks determine 
success or failure so luck plays its part. 

The marginality of success and failure rein- 
forces the celebration of technique in profes- 
sional education. "No one will get the balance 
sheet right in the examination but the passing 
candidate will make it look nice". But if the dif- 
ference between success and failure on an 


are not Salary jumps reinforce an almost 
phenomenological reappraisal of a trainee who 
qualifies. They are seen and see themselves diffe- 
rently assuming the mantle of competence — 
which manifestly cannot change overnight. 
Everyone knows that examination success can- 
not be equated with professional competence 
but nevertheless the aura of being qualified has 
effects. It opens up a distance between other 
contemporaries who have failed — sometimes 
they will work "for" the successful. Conversely 
the newly qualified trainee enters the “field of vi- 
sion" of the partnership probably for the first 
time. 

Thus a full blooded ethnography would need 
to examine the phenomenon of winning and los- 
ing. This would involve tracking winners and 
losers in the immediate aftermath of results and 
the effect of this on the perceptions of them- 
selves and others and the tasks to which they are 
assigned. It is also at this point that student cul- 
ture dissolves and hence some of the more inti- 
mate camaraderie is displaced by the first seri- 
ous step onto the bottom rung of the organiza- 
tional hierarchy. This process would be re- 
flected in acquisition of. a bold language of 
seniority in which students now become “audit 
fodder". The effects of examination results 
would therefore provide a rich field for studying 
the informal linkages between the professional 
education system and the practice environment. 


Irony and distance 

In his account of the educational experiences 
of working class teenagers, Willis (1977) brings 
out the sense in which his subjects, the “lads”, 
unmask the nature of the qualifications "game". 
Against the social democratic belief in education 
as the route to opportunity, they are acutely 
aware of the true nature of their career pos- 
sibilities. Similarly the subjects of the Becker et 
al. (1961) analysis quickly move from an initial 
stage of idealism, Le. belief that the knowledge 
acquisition process will provide relevant skills 
for medical practice, to one of cynicism as the 
true nature of the process is recognized. To 
some extent both groups consciously recog- 
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nized Bourdieu’s (1977) claim that the impor- 
tance of institutionalized knowledge and qualifi- 
cations lies in a form of exclusion but play the 
game nevertheless. 

The experiences of trainee accountants are 
similar. There is a general recognition, especially 
as practical experience grows, of the limited 
nature of the knowledge tested in examinations. 
Notwithstanding high level policy debates about 
which core skills (ICAEW, 1987) ought to be 
examined, the point is that the system as a whole 
-is perceived as an elaborate hurdle. As guch, stu- 
dents compartmentalize the examination sys- 
tem and thereby attempt to immunize them- 
selves from its influence. Thus generalized at- 
titudes of irony towards the “knowledge” con- 
tent coexist with a recognition that self-interest 
requires a commitment to play the game and 
pass. While a purely descriptive ethnography 
would focus on the modes of distancing of stu- 
dents from the “system”, the interpretation of 
this phenomenon is a considerable problem and 
requires a critical extension of the framework of 
ethnographic analysis. No doubt the phenome- 
non of distancing exhibits the essential tension 
between formal structures and creative agency. 
But whether the latter is always capable of escap- 
ing the orbit of particular structural determina- 
tions, and thereby of blocking and limiting some 
of the penetrating influences described above, is 
a difficult question. Hence we must consider a 
number of the themes that have been raised 
above in relation to the very possibility of a crit- 


ical ethnography. 


CRITICAL THEORY AND PROFESSIONAL 
EDUCATION 


In his famous attack upon prevailing systems 
of education, Illich (1986) argues that “instruc- 
tion smothers the horizon of imagination" (p. 
44). His critique of schooling in general echoes 
many of the themes developed above. 


School pretends to break learning up into subject “mat- 
ters”, to build into the pupil a curriculum made of these 
prefabricated blocks and to gauge the result on an inter- 
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national scale. People who submit to the standard of 
others for the measure of their own personal growth 
soon apply the same rules to themselves. People who 
have been schooled down to size let unmeasured experi- 
ence slip out of their hands (pp. 45-46). 


Yet if these insights are to rise above a moralis- 
tic polemic with vague gestures towards a 
threatened creativity then they need to be an- 
chored within a more critical framework. For 
example, there is a need to interpret the signifi- 
cance of the ironic distancing attitudes of ac- 
countancy students which suggest that they 
have not been entirely “schooled down to size". 
If ideology is understood in its most general 
form as a deeply constitutive form of power 
below the level of taken-for-granted common 
sense, then such interpretation (lacking in 
Hlich's account) would take the form of a 
critique of ideology. Such a critique must be 
"immanent", i.c. it must "confront the existent 
in its historical context with the claim of its 
conceptual principles in order to criticize the 
relation between tbe two and thus transcend 
them” (Horkheimer, 1974, pp. 182-183). 

Immanent critique in this sense is distinct 
from moralizing because it is founded on princi- 
ples internal to the object domain under investi- 
gation. This gives the project of Critical Theory 
its epistemological legitimacy. Geuss (1981) 
and others have noted that the critical perspect- 
ive embodies a distinctive value orientation and/ 
or a redescription of agents' own common sense 
self-understanding. There must be some epis- 
temological criteria to rebut the retort that this 
is merely “moralizing criticism" or the elitism of 
a "holy family of pure critics" (Bubner, 1982). 
Returning to the context of professional accoun- 
tancy examinations the question must therefore 
be posed as to how a critical perspective that is 
not merely moralistic can be anchored. Before 
answering this directly it is necessary to distin- 
guish two possible levels of critique which 
might inform an ethnographic analysis. 


(a) Functional critique. At this level the ethno- 
graphy of accounting education discloses proces- 
ses and effects which contradict the benefits 
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claimed for such education by the professional 
authorities. In other words the “lived reality” of 
accounting education shows that it does not 
serve the functional ends that are claimed for it. 
We shall provide examples of this below. 


(b) Ideologiekritik. At this more radical level 
critique goes beyond confronting the claims of 
the profession with its own shortcomings to- 
wards a penetrating analysis of the “systematic 
distortion” inherent in the professional educa- 
tional process. It is at this level that the problem 
of anchoring critique is most acute. 

It would take a more comprehensive account 
than is possible here to lay bare the relationship 
between (a) and (b). In what follows it will be 
clear that they are not simply mutually exclu- 
sive. Ideologtekritik is the major theoretical task 
for which only a few pointers can be given here 
by drawing upon Habermas’s (1981) theory of 
communicative action. 

One of Habermas’s major theoretical preoccu- 
pations concerns what he calls the “colonization 
of the lifeworld”. For Habermas, the lifeworld 
represents that everyday world of cultural and 
linguistic resources in which no single interest 
or form of rationality is dominant and in which 
questions of ultimate value can be expressed. 
The development of social organization is read 
as a progression from a traditional and undif- 
ferentiated form, in which the normative re- 
sources of the lifeworld are dominant, to a mod- 
ern, differentiated system. Thus, modernity is 
characterized by the increasing demarcation 
between traditionally undifferentiated spheres 
of the lifeworld. Specifically, there emerges a 
split between “systems”, the technical resources 
of society (which can be loosely related to the 
forces of production), and the lifeworld in 
which social relations are maintained. However, 
the split does not take place symmetrically and 
dictates of system and sub-system requirements 
come to dominate, i.e. colonize, those of the life- 
world. Habermas’s critical theory is intended as a 
diagnosis of, and an intervention in, the coloniza- 
tion process and one of its major themes is the re- 
unification of a fragmented rationality — an issue 
recently reemphasized to his poststructuralist cri- 
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tics (Habermas,1987 ). 

While these ideas are quite general they cap- 
ture the flavour of an immanent critique which 
seeks to identify the traces and fragments of a 
forgotten rationality. A theoretical supplement 
to this picture is the concept of crisis (Habermas, 
1976) in which systems orientated rationality 
(technical reason), though dominant, lacks the 
overall “normative resources” to steer itself 
Critical theory must draw upon the quasi- 
pathological, suppressed residues of these nor- 
mative resources in order to articulate critique. 
In the context of the interests of this essay 
Habermas’s account is sustained at a level of 
abstraction such that, apart from gestures to- 
wards the student protest movements of past de- 
cades, little is said concretely about these re- 
sidues. (Laughlin (1987) has recently distilled 
these insights into the accounting domain.) 
However, we can make a closer approach to the 
question of accountancy examination training 
via Habermas’s theory of communication which 
underlies his enduring project of a comprehen- 
sive theory of rationality. 

Drawing upon the work of speech act 
theorists such as Austin and Searle, Habermas 
locates language primarily as a form of action- 
based communication. Notwithstanding this 
grounding in specific communicative pragma- 
tics he identifies four basic themes, "validity 
claims", at the heart of such practices. Thus in all 
competent communication, claims to truth, 
rightness, truthfulness and comprehensibility 
are implicily raised. (See Thompson 1982 for a 
fuller account of Habermas’s universal pragma- 
tics.) The key point is that these claims, which 
are usually taken for granted, may become an 
explicit focus themselves in discourse whereby 
they can be “redeemed”, ie. justified. This 
potential for redemption is always immanent in 
communicative action. However, the justifica- 
tion of these validity claims presupposes a 
context in which that can take place, i.c. 
undistorted discourse or ideal speech in which 
only the force of the “better argument” prevails 
and participants possess symmetrical possibili- 
ties for engaging in the discourse. 

Most of Habermas’s critics have focused 
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upon the problems of making sense of this idea 
of “unrestricted communication” in which valid- 
ity claims may be tested. However, Habermas 
sees it more as a concept with regulative force 
rather than a realizable state of affairs. An ideal 
context of discourse in which claims to truth 
and rightness can be redeemed may not be possi- 
ble but the rational critique of concrete com- 
municative practices is made possible by this as 
a regulative ideal. 

Therefore even if “ideal” discourse is prob- 
lematic it is still possible to understand how 
communication may be restricted. For example, 
in the accounting educational context the domi- 
nance of technical and strategic reason may be 
simultaneously interpreted as the repression of 
certain kinds of reflection.‘ In Habermas's terms 
normative validity claims (e.g. does auditing 
serve the public interest?) are not thematized. In 
this sense the lived experience of training for ac- 
countancy examinations takes the form of "sys- 
tematically distorted communication" in which 
questions of ultimate ends are silenced. The pro- 
fessional examination process determines views 
of what can and cannot be said. 

What therefore are the visible residues of this 
distorting process? Only a rich and comprehen- 
sive case study capable of embracing wider influ- 
ences than the examination system alone could 
answer this question satisfactorily. The present 
focus is limited to one element of the socializa- 
tion context of accountancy trainees. However, 
a critical ethnography of this kind must show 
that despite an open resistance to and cynicism 
with the examination system students neverthe- 
less submit to and are increasingly colonized by 
its values which in turn are reinforced by their 
actions. The erosion of leisure time, the em- 
pbasis on quantification and the management of 
time are important features of a system in which 
certain levels of reflection in Habermas's sense 
are closed off. One aspect of this is the restric- 
tion and closure of a normative-communicative 
sphere in which accountability to more general 
cultural values is sustained. It is this conscious- 
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ness of accountability which professional educa- 
tion scems to neutralize despite the claims of 
the profession to serve the "public interest" 


Professionals are representative of a case of cultural 
invasion because they will proceed as if ... the basic 
knowledge they also possess (prior to their so-called 


professional knowledge) did not matter (Misgeld, 1985, 
p. 108). 


In place of dialogue (“waffle”), there is the 
monologue of a commitment to technique and 
self-serving strategy. 

Perhaps none of this would matter greatly if it 
were not for the ethical connotations of profes- 
sional life and here we can see that a functional 
critique may lead into some form of /deologiek- 
ritik in Habermas's sense. Beyond technical 
skills professional ethics require a commitment 
to integrity and objectivity. This indeterminate, 
ethical "soft" knowledge is regarded as falling 
out of the accountancy training system quite un- 
problematically — presumably acquired by os- 
motic absorption from the practice environ- 
ment. As far as the examination context is con- 
cerned certain ethical guidelines are learned as 
maxims rather than as a focus of inquiry and it is 
left to a the high priests of the profession to dis- 
cuss and defend them. This ethical dimension of 
professional life is not problematized within the 
education system. Of course by the time stu- 
dents are substantially embarked upon their 
studies such an innovation in the system would 


be deeply unwelcome to them as the desire 
for predictable inputs (techniques) to produce 


the desired outcome (examination success) is 
firmly entrenched. Ethics is “waffle”. An imma- 
nent critique anchors itself at precisely this 
point because the status of a professional ac- 
countant serves notice, externally at least, of 
both a technical and ethical competence. Yet 
this very image is contradicted by the place of 
ethical and discursive thinking within the exami- 
nation system. Far from contributing to the ethi- 
cal education of individuals, for whom profes- 
sional service for the sake of some notion of pub- 


‘Habermas has also set these claims within a developmentally based theory. See the collection of essays in Habermas (1979). 


See also a good critique by Schmid (1982). 
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lic interest is a guiding theme, the reality of 
examination training involves the cultivation of 
strategic attitudes in which the very possibility 
of critically questioning the relation of the pro- 
fession to a wider polity is entirely eroded. 

At a less theoretical level, the knowledge and 
skills of newly qualified chartered accountants 
have been subject to “functional critique” by the 
ICAEW itself. Responding to the claim that 
newly qualified accountants lack communica- 
tion skilis and a form of adaptability necessary 
for managing commercial environments, they 
have subjected the system of training to review. 
There is a growing concern at the perceived fai- 
lure to develop a conceptual understanding of 
the assumptions underlying practice and a num- 
ber of possibilities have been floated to address 
this. Quite apart from Habermas’s inspired con- 
cerns for the moral—communicative develop- 
ment of student accountants at the level of 
ideologiekritie the observations in the ethno- 
graphic section above suggest that tinkering 
with syllabi is cosmetic and will not effect the re- 
quired “functional improvements” because cer- 
tain anti-conceptual and anti-communicative 
discourses are firmly entrenched at the everyday 
level of the environment in which professional 
examination training takes place.’ The lived ex- 
perience of this environment thereby provides 
an immanent functional critique of the inten- 
tions of ICAEW. This actually restates some of de 
Paula's criticism of professional “crammers” (see 
Kitchen & Parker, 1980). As chairman of the 
Carr—Saunders Report on Education for Com- 
merce, he was responsible for recommending 
that vocational training should only be intro- 
duced at the final stage of professional examina- 
tions. Although de Paula’s recommendations 
were opposed at the time they flowed from a 
strong intuitive grasp of the lived reality of un- 
dertaking professional training and the distort- 
ing effects it was having on articled clerks. A crit- 
ical ethnography would be a rich method of rein- 
forcing this claim. 
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Misgeld's (1985) extension of Critical Theory 
into the sphere of education provides further 
guidance for an Ideologiekritik of accounting 
education. At this level reason, emancipation 
and education are intimately related. Enlighten- 
ment is: 


man's release from his self-incurred tutelage. Tutelage is 
man’s inability to make use of his understanding without 
direction from another (Kant, 1977). 


Education on this view is continuous with self- 
education and the cultivation of the qualities of 
citizenship. According to Misgeld this ideal has 
been eclipsed as education has been subjugated 
to the dictates of mass production and to the 
need to effect the most efficient acquisition of 
knowledge. Thus: 


Education is a field in which one can observe the increas- 
ing preponderance of conceptions of managerial ration- 
ality (Misgeld, 1985, p. 87). 


Far from assuming a leading role in individual 
and social development, education becomes 
one socially organized activity among others. 
For Misgeld this is epitomized by the instruc- 
tional objectives movement which defines edu- 
cation as the "systematically monitored delivery 
of instructional units to a client group issuing in 
the required terminal behaviour". The definition 
scems to fit perfectly the reality of professional 
examination training for accountants. Within 
Kant's classical model there is postulated an in- 
teraction between teacher and learner such that 
both are somehow developing. Against this pro- 
fessional education "clientizes" learners and 
frames them as objects of instruction and train- 
ing. The tutors in this process are also consti- 
tuted as points of output for the delivery of infor- 
mation although not without tensions as we saw. 
Marcuse's (1986) image of one-dimensional 
man finds an exemplification here. Crucially the 
instructional objectives paradigm obliterates 
evaluative questions about its own ends. Only a 


*It is not unreasonable to suggest that the university environment does try to promote this form of intellectual development. 
The relationship between the State and private sector "professional" concerns and these reflective commitments of higher 
education has always been a source of tension. For a sense that this issue is not peculiar to the 1980s see the cditor's 


introduction to Kant (1977) p. xi. 


350 


certain range of questions which are somehow 
technically internal to the programme are per- 
missible. Questions of educational value are not. 


The lived experience of the examination pro-: 


cess by which accounting expertise is certified, 
seen through the lens of Critical Theory, testifies 
to a systematic restriction of the accounting dis- 
course. An extensive ethnographic study would 
trace the articulation and effects of this restric- 
tion from the stages of initiation into the lan- 
guage of double entry bookkeeping through an 
educational process in which discursive values 
are displaced by those of technique and strategy. 
At the level of the functional concerns of the 
accountancy profession it is likely that a con- 
tradiction would become visible between the 
claimed ends and actual “delivery” of these ends 
by the educational system. Indeed doubts have 
already been expressed along these lines. At the 
level of Ideologtekritik the status of ethno- 
graphic research is undoubtedly more complex. 
For example, it would be necessary to face head 
on the question as to how precisely subjectivity 
is threatened by the institutionalization of a form 
of discourse in which critical and refiective prac- 
tices are regarded as “waffle”. It is to this com- 
plexity that we must now turn in conclusion. 
Within the general ethnographic themes already 
developed we draw attention to the possibility 
of a cynicism and irony among students towards 
the entire examination process. It would seem 
that at an existential level students are able to 
establish a distance between their “true” subjec- 
tivity and the public game that they are required 
to play. However, this view must be tempered 
with considerable caution. Willis (1977) em- 
phasizes the paradox that creative agency on the 
part of those who differentiate themselves from 
institutional processes can itself lead to “entrap- 
ments” (p. 120). In the case of Willis’s working 
class subjects it is clear that their counter-cultural 
experimentation is not the first stage on the grand 
march to socialism. The resistant nature of infor- 
mality remains unaware of its own rules and ideo- 
logy “confidently strides into this silence.” Thus: 


even where the formal is explicitly rejected in concrete 
situations; its power to classify lingers on (Willis, 1977, 
p. 167). 
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The question of the constitution of subjectiv- 
ity is therefore the central issue for a critical 
ethnography of accounting education. The unin- 
tended consequence of distancing and irony 
may not be to establish an "ontologically secure" 
subjectivity, a core of “humanity” protected 
from forces of socialization. Firstly, the distanc- 
ing attitudes may be an extension of strategy — 
a privatized, self-interested pursuit of career. 
Secondly, the system may achieve the condi- 
tions of its own reproduction by the very actions 
of individual in which they seek to distance 
themselves from the system: l 


The individual becomes a servant of a self that is consti- 
tuted by “the role the individual is supposed to play” al- 
beit that the individual distances or alienates himself in- 
tellectually from this role (Willmott & Knights, 1982, p. 
222). 


At this point it is unclear whether a critically 
informed ethnography has the theoretical re- 
sources to disclose what is at stake in student 
subjectivity. It is widely acknowledged that 
Habermas's treatment of this level of "affective" 
experience is underdeveloped — Willmott & 
Knights (1982) have developed it in the context 
of Fromm's existential reading of emancipation. 
À critical ethnography would therefore need to 
be "self-critical" of its own claims to disclose re- 
sidues of autonomy within the education pro- 
cess. Habermas's optimistic interpretation of 
marginal counter cultures is not appropriate to a 
professional education system to which the as- 
piring participants have explicitly and voluntar- 
ily bound themselves. 


CONCLUSION 


This essay is concerned to argue for the possi- 
bility of a critical ethnography of accounting 
education as a form of credible qualitative re- 
search into one of the core processes of the self- 
reproduction of professionalism. It has been 
suggested that the "site" of professional exami- 
nations reveals concentrated processes of 
socialization into the language and values of the 
accounting profession. The modest, functional 
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critical thesis is that the lived reality of the 
examination process may be dysfunctional for 
the profession itself and for the goal of produc- 
ing flexible and critical experts. The stronger, 
radical thesis is that the professional educational 
context discloses a systematic erosion of reflec- 
tive — communicative potentiality. Even the 
self conscious strategies by trainees to limit the 
effects of this erosion may unwittingly under- 
write its power. The most influential processes 
of control are those which limit the agenda of 


communicative exchange. The management of 
the margin between legitimate knowledge and 
illegitimate not-knowledge may have deep ef- 
fects. We can no longer share Wittgenstein’s 
(1961) optimism for the profound and spiritual 
silence ^whereof we cannot speak." This inner, 
ethical space rings increasingly hollow in the 
face of structurally imposed limitations on the 
possibility for public discourse and reflection. 
Accounting education is currently such a limit- 
ing context. 
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APPENDIX 


Tbe ICAEW examination system 

The ICAEW examination system is in a stage of transition both in terms of syllabus and structure. Options 
to have front-loaded or sandwich systems rather than the integrated block release arrangements are being | 
implemented. (Full time courses are now available.) For students embarking upon training contracts after 
Spring 1987 and who are not exempt ( i.c. have not done accounting degrees) the basic system is as follows: 


Foundation P.E.1 PEZ 
Usually 6m after commencement Usually 12m after passing Usually 12m after passing P.E.1. 
oftraining contract. foundation stage. 
* Half paper Examination subjects: 
Data processing accounting* Auditing 1 Auditing 2 
Financial accounting 1 Financial accounting 2 
Economics and the business Law ' Financial management 
environment Tax 1 Tax 2 
Introduction to Management accounting and 
management accounts* control 
Law 


Quantitive techniques 


Within this alignment of subjects it is generally recognized that the foundation stage will become relatively 
harder to overcome. The basic performance evaluation in examinations is pass, fail or refer. The latter is in- 
tended to accommodate candidates who marginally fail one paper and are permitted to retake it in isolation. 
Otherwise all papers must be retaken. Clearly this re-emphasizes the need for knowledge in breadth rather 
than depth. In general, the systern of qualification via a mixture of practice and academic work is unique. 
The university accounting degree is a relatively insignificant part of the system — conferring fairly minimal 
exemption benefits from the foundation stage. This contrasts with other countries where the accounting 
degree is a crucial stage in the professional education process. 
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Abstract 


The concern of this paper is to extend the critique of accounting through an exploration of the more 
inclusive concept of accountability. The paper begins by stating the positive effects upon the individual of 
being held accountable, and then goes on to explore how different forms of accountability produce 
different senses of our self and our relationship to others. It is argued that hierarchical forms of 
accountability, in which accounting currently plays a central role, serve to produce and reproduce an 
individualized sense of self a sense of the self as essentially solitary and singular, nervously preoccupied 
with how one is seen. These effects are contrasted with what are described as socializing forms of 
accountability which flourish in the informal spaces of organizations, and which confirm self in a way that 
emphasizes the interdependence of selfand others. The tensions and interdependencies between these two 
forms of accountability are then explored. It is argued that contemporary organizational accountability is 
constructed around an untenable and destructive split of ethical and strategic concerns to the detriment 
of both. The search for the possibilities of accountability should be oriented to the reconciliation of this 
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divide. 


The enduring self-image of accounting is that it is 
a neutral set of techniques which passively and 
objectively record and represent the results of 
organizational activity. This view is also at the 
centre of accounting’s projected public image; it 
is a view which serves to legitimate not only the 
accountant as an impartial professional, but also 
the role of accounting information as the neutral 
arbiter of organizational truth. 

An obvious route for the critique of account- 
ing to take is to compare this self-image with the 
actual practice of accounting and the conse- 
quences that flow from it. In previous papers 
(Roberts & Scapens, 1985; Roberts, 1990) an 
attempt has been made to do this by exploring 
the use of accounting information in the produc- 
tion and reproduction of systems of accountabil- 
ity in organizations. Here accounting appears 
not as a mirror of organizational reality but as a 
set of practices which helps create and shape or- 
ganizational reality. At the very least such an 
analysis offers a variety of alternative images of 
accounting to set against the profession’s own 


preferred self image and complicate its own 
sense of truth. As a vehicle for hierarchical forms 
of accountability, accounting information ap- 
pears as just one means of negotiating and defin- 
ing the significance of events, as a method for ex- 
pressing and enforcing expectations, and as a re- 
source in the enactment of particular power re- 
lations. 

The analysis of the use of accounting in 
systems of accountability also offers alternative 
ways to conceive of the transformation of ac- 
counting. Whilst caught within its own image of 
itself as objective mirror, accounting can think 
only to improve the quality of the mirror image 
— to polish and clarify its techniques. But if ac- 
counting is seen as a set of organizational prac- 
tices, then one can look to transforming ac- 
counting by transforming the way it is used. Such 
is the concern of this paper in exploring the pos- 
sibilities of accountability within organizations. 
As Hydebrand (1977) argues, critique can and 
perhaps should have both a positive and nega- 
tive moment. This paper begins by looking at the 
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positive aspects of accountability, by exploring 
the relationship of accountability to the con- 
stitution of the self. It is argued that to be held ac- 
countable for one’s actions serves to sharpen 
one's sense of selfand one's actions. The practice 
of accountability focuses attention within the 
flow of experiencing; it acknowledges and con- 
firms self, and the fact that one’s actions make a 
difference. Conversely in the absence of being 
held accountable there is the possibility of a 
weakening and blurring of one’s sense of self and 
situation. Having acknowledged this generally 
positive effect the paper then goes on to explore 
the particular effects of different forms of ac- 
countability. | 

The second section of the paper explores the 
production of what are described as the indi- 
vidualizing effects of hierarchical forms of ac- 
countability, and the role that accounting infor- 
mation plays in the production of these effects. It 
is argued that hierarchical forms of accountabil- 
ity, whilst grounded in social practices, confirm 
self in a way that emphasizes its solitary and iso- 
lated character. By way of a contrast the third 
section of the paper seeks to explore what are 
described as socializing forms of accountability. 
It is argued that within the routines of organiza- 
tional life there are alternative forms of accoun- 
tability which confirm self but in a way which 
acknowledges the interdependence of self and 
other. 

The third section of the paper explores the 
tensions and interdependencies between these 
two forms of accountability. It is argued that in- 
dividuals often feel themselves torn between the 
competing demands of the formal and informal. 
These tensions however mask various inter- 
dependencies between the two realms. Socializ- 
ing forms of accountability not only minimally 
humanize the experience of work but also do 
much to secure the routine interdependence of 
action within organizations. In this respect the 
formal depends upon the informal, even whilst 
denying this dependence. Conversely, hierarchi- 
cal forms of accountability offer some protec- 
tion both to collective action and the individual 
from abuses and divisions within the informal. 
Finally it is argued that the apparently imper- 
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sonal order of hierarchy, often masks a deep and 
largely unconscious attachment to the order it 
creates, in which conformity is traded for a com- 
forting and childlike dependence, to the cost of 
individual autonomy and responsibility. 

The final section of the paper addresses the 
possibilities of accountability. Whilst hierarchi- 
cal forms of accountability, can be legitimately 
criticized for their exclusion of ethical concerns 
from the pursuit of strategic objectives, in the 
light of the preceding analysis it is argued that 
there is little hope that the communicative and 
moral potentials of the informal organization will 
be able to supplant the overarching instrumen- 
talism reproduced through the hierarchy. How- 
ever, tbe individualizing effects of hierarchical 
forms of accountability are currently under 
attack from within instrumental reason itself. In 
particular the new technologies of leadership 
are seen as an attempt to redress the damaging 
impact of a highly individualized workforce on 
the effectiveness of the collective actor. 

By way of a conclusion it is argued that ac- 
countability is a social practice that seeks to re- 
flect symbolically upon the practical inter- 
dependence of action; an interdependence that 
always has both moral and strategic dimensions. 
Current forms of organizational accountability 
embody a split that falsely seeks to separate 
these dimensions, but only to the detriment of 
both ethical and strategic concerns. The search 
for the possibilities of accountability should be 
concerned with the reconciliation of this de- 
structive and untenable divide. 


SELF, VISIBILITY AND ACCOUNTABILITY 


There is an intimate and interior relationship be- 
tween accountability and the constitution of the 
“self” in which visibility plays a central role. This 
relationship is perhaps most obvious in the 
emergence of self-conciousness in childhood. 
Merleau-Ponty gives the following account of 
the significance of the visual image for the child. 


For the child understanding the specular image consists 
in recognising as his own his visual appearance in the mir- 
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ror. Until the moment when the specular image arises, 
the child’s body is a strongly felt but confused reality. To 
recognise his image in the mirror is for him to learn that 
there can be a viewpoint taken on him. Hitherto he has 
never seen himself, or he has only caught a glimpse of 
himself in looking at the parts of his body he can see. By 
means of the image in the mirror he becomes capable of 
being a spectator of himself. Through the acquisition of 
the specular image the child notices that he is visible for 
himself and for others (Merleau-Ponty, 1964, p. 136). 


Here we have an account of the emergence of 
"self" consciousness where the objective and 
subjective as it were call each other out in the 
moment of recognition of the identity of the 
looker and his mirror image. Analogously, one 
can suggest that accountability introduces a 
clarifying focus into the lived reality of everyday 
life —an external view which simultaneously re- 
flects, addresses, and confirms self. This analogy 
becomes more concrete in Mead's account of 
the constitution of the "self". The same impor- 
tance is given to visibility and the mirror, but 
here it is the attitudes of significant others that 
are the basis of the constitution of the self. He 
talks of two stages in the process of the 
emergence of self. 


At the first of these stages, the individual's self is consti- 
tuted simply by an organisation of the particular attitudes 
of others towards himself and towards onc another in the 
specific social acts in which he participates with them. 
But at the second stage in the full development of the in- 
dividual's self, that self is constituted not only by an or- 
ganisation of these particular individual attitudes, but 
also by an organisation of the social attitudes of the 
generalised other, or the group as a whole to which he 
belongs (Mead, 1934, p. 158). 


For Mead the child discovers himself first as a 
"me", as an object for others, and only then as "T" 
— as active subject. Significant others, like a 
series of mirrors offer the child images of himself 
in the attitudes they adopt towards him. These 
the child takes over, and his sense of self as sub- 
ject emerges in the space implied by these at- 
titudes. Again the emergence of the duality of 
self as subject/object takes place in a field of vis- 
ibility. The distinction between self and other(s) 
emerges out of a process of seeing and being 
seen. In "taking over" the attitudes of others to- 
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wards himself the child discovers not only him- 
self but is introduced to the beliefs, values, rules 
and injunctions that structure social life. Our 
awareness of self develops simultaneously with 
our awareness of the world and our relation to 
others. 

Mead’s account of the constitution of the self 
suggests that our symbolic sense of self is ir- 
retrievably sociaL However, with the notion of 
the “generalized other” and the process of “tak- 
ing over” the attitudes of other, his account is 
also suggestive of how we can lose sight of the 
social origins of the “self”, so that the constitu- 
tion of self creates the conditions for a sort of 
alienation both from and by others. These pos- 
sibilities are described by Merleau-Ponty in the 
following way. 


Narcissuss was the mythical being who after looking at 
his image in the water was drawn as if by vertigo to rejoin 
his image in the water. At the same time that the image of 
oneself makes possible the knowledge of oneself it makes 
possible a sort of alienation. Iam no longer what I felt my- 
self immediately to be. I am that image of myself that is 
offered by the mirror. To use Dr Lacan’s term, I am cap- 
tured, caught up by my spatial image. Thereupon I leave 
the reality of my lived "me" in order to refer constantly to 
the ideal fictitious or imaginary me, of which the specular 
image is the first outline (Merleau-Ponty, 1964, p. 136). 


The process of “taking over” the attitudes of 
others or being captured by the reflection of self 
that the mirror or others offer suggests the possi- 
bility of a kind of alienation both from self and 
from others. The body as a medium of relation to 
others in the world appears in the mirror as that 
which encloses and separates me off from the 
world. The clear recognition of self that the 
image calls forth, offers the danger ofa total idén- 
tification with this image — an illusory belief in 
the closure and independence of the self. On the 
one hand there is the possibility of an egocentric 
absorption with this self-image that loses sight of 
and denies the irretrievably relational character 
of selfhood. On the other hand, there is the possi- 
bility of being captured and transfixed by the 
image of self that others offer, so that their at- 
titudes and expectations wholly define the pos- 
sibilities of self. 

The "self" is of course not achieved once and 
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for all in childhood but instead is routinely re- 
produced throughout our lives (Goffman, 1971; 
Laing, 1961; Berger & Luckman, 1967) and in 
this reproduction accountability plays a central 
role. Hence our sense of self is not independent 
or exterior to the practices of accountability. Ac- 
countability represents the attitudes of others 
towards us, and in this way both addresses and 
immediately confirms us. To be held accountable 
hence sharpens and clarifies our sense of self, 
and provides focus within the stream of ex- 
periencing, Accountability does not, however, 
depend upon the perpetual presence of others 
for we can take over the attitudes of others to- 
wards us, so that accountability also becomes a 
process internal to the "self" in the surveillance 
of the “me” by ‘T’. Finally the practice of accoun- 
tability has open possibilities in terms of the 
sense of self and our relation to others that it re- 
flects and enacts. What follows will suggest that 
different forms of accountability produce very 
different senses of self and our relation to others. 
Albeit as a social practice accountability can re- 
flect and enact a sense of self as solitary and sing- 
ular with no necessary connection to others. 
This possibility will be explored in the following 
section on the individualizing effects of hierar- 
chical accountability. By contrast the practice of 
accountability can reflect and enact a sense of 
self which whilst individually confirming simul- 
taneously acknowledges and expresses the in- 
terdependence of self and other. These pos- 
sibilities will be explored in a discussion of 
socializing forms of accountability. 


INDIVIDUALIZING FORMS OF 
ACCOUNTABILITY 


The individual is no doubt the fictitious atom of an 
ideological representation of society, but he is also a real- 
ity fabricated by the specific technology of power that I 
have calied discipline (Foucault, 1979, p. 194). 


An earlier paper (Roberts & Scapens, 1990) 
drew upon Foucault's account of disciplinary 
power to develop an empirical account of the ef- 
fects of accounting controls. Here the focus will 
be on the way that accounting contributes to 


JOHN ROBERTS 


making a reality of the fiction of the individual. 
The forms of disciplinary power are pervasive 
and various and are in no way limited to account- 
ing and the world of work. Notably the experi- 
ence of education typically socializes us into the 
taken for granted mentality of discipline. 

In the realm of work, it is perhaps in our ex- 
perience of the labour market that discipline 
first begins to make its effects felt. Despite the 
legal framing of the employment contract as a 
free exchange between equals, choice in most 
labour markets is skewed firmly in favour of the 
employer. For the representative of the employ- 
ing organization, potential employees are seen 
serially as "applicants", and are judged and 
ranked in terms of some idealized image of what 
is required. The importance of the task will typi- 
cally shape the range and depth of the examina- 
tion of potential employees. For those subject to 
the process, the asymmetry of power in the rela- 
tionship is typically judged to preclude the 
active negotiation of what is required, so that the 
force of action is channelled back on the indi- 
vidual Action is focused in the attempt to read 
the set of ideal personal and professional qual- 
ities that are required, and then addressing and 
presenting oneself in the light of these expecta- 
tions. In doing so one encounters others as 
potential competitors from whom one must dis- 
tinguish oneself to be selected. 

For those who inevitably fail in this competi- 
tion there is the problem of suffering or 
rationalizing away the image of self as failure 
that is offered by the experience. Success 
superficially carries with it the symbolism of 
recognition and acceptance. Paradoxically how- 
ever, the desire for recognition carries one 
further and further onto the ground of others’ 
expectations. One is accepted not for one’s 
uniqueness but for approximating most closely 
to the employer's idealized image of what is 
required. Acceptance gives one a location in a 
hierarchy which itself can be read as a reflection 
of one’s relative value and worth. Moreover, 
acceptance is transitory and conditional upon 
performance; acceptance and recognition are not 
achieved once and for all but are constantly at 
stake in the rituals of hierarchical accountability. 


THE POSSIBILITIES OF ACCOUNTABILITY 


It is in these rituals that accounting information 
currently plays such a central role. 

The previous section sought to describe the 
emergence of the self out of the interplay of the 
dialectic of seeing and being seen. For Foucault, 


disciplinary power arises from mechanisms 
which disrupt this dialectic. 


Disciplinary power is exercised through its invisibility; at 
the same time it imposes on those it subjects a compul- 
sory visibility. In discipline, it is the subjects who have to 
be seen. Their visibility assures the hold of the power that 
is exercised over them. It is the fact of being constantly 
seen that maintains the disciplined individual in his sub- 
jection (Foucault, 1979, p. 187). 


The power of accounting information in 
organizations arises from the way it has been 
institutionalized as the most important, au- 
thoritative and telling means whereby activity is 
made visible. Before describing the immediate 
effects of this visibility we will consider the vari- 
ous ways in which the source of accounting's 
power is rendered invisible. Part of this invisibil- 
ity lies in accountings capacity to present infor- 
mation as if it were objective fact; the detail can 
be contested but not its basic capacity to reflect 
the truth. Like the scientific method it imitates, 
the knowledge that accounting produces is pre- 
sented as somehow independent of the interests 
ofthose who produce and use it. Although its sig- 
nificance pervades and shapes our concrete 
face-to-face relations with others it is used by 
concrete others in the name of some dimly 
understood imperative, or some distant group 
— senior managers, the market — who are never 
present to be addressed or identified. Hence ac- 
counting manages to impose its way of seeing, 
without being able to be seen. Its presence is 
pervasive but its origins and locus ambiguous. 
What then is the effect of the visibility account- 
ing imposes? 

In general terms accounting is effective 
through offering us a seemingly unavoidable, in- 
controvertible image of ourselves and our 
activity. In this respect perhaps the most unnerv- 
ing aspect of accounting information is that indi- 
viduals scarcely appear in it at all. Hence within 
accounts the self appears only tangentially in 
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figures such as added value per employee, or 
peculiar accumulations of selves as elements of 
cost. Accounting’s central values are those of 
profit and rate of return on capital to which both 
producers and the activity of production are 
merely instrumental. But if we can find little or 
no easily recognizable trace of ourselves in the 


mirror of accounting information, this informa- 


tion is then used in the rituals of routine accoun- 
tability to shape our sense of self and our relation 
to others. 

Foucault talks of discipline's effects in terms of 
the way it “compares, differentiates, hierarchizes, 
homogenizes, excludes". All these effects can be 
seen as the product of routine accountability. In 
the context of this paper only a few suggestive 
illustrations of these effects will be offered. 

Exclusion is perhaps by definition an unusual 
element of routine accountability. Its real 
power, however, is not so much around the indi- 
vidual who is excluded — for here power dissol- 
ves itself in its very use — but in its impact on 
those who witness the exclusion. For them, it is 
an example of what might happen. It traces out a 
possible future and thereby reinforces the 
weight of the standards by which they are 
judged. It reminds them of the conditional 
nature of their membership. It reminds them 
that their security depends upon their utility. 

The fear of exclusion somehow leads to a sort 
of self-absorption; it forces one back repeatedly 
to a concern with one's own singular survival 
which depends upon meeting the standards that 
are set and advertised through routine accounta- 
bility. To secure self one must see oneself and 
what one does in the terms in which one is 
judged. In Foucault's words: 


He who is subjected to a field of visibility, and who knows 
it, assumes responsibility for the constraints of power, he 
makes them play upon himself. He inscribes in himself 


the power relation in which he simultaneously plays 
both roles (Foucault, 1979, pp. 202—203). 


Here is the moment, the mental stance, in which 
accountability can be seen to individualize; an 
absorption with self, with how one will be seen, 
which leads constantly to attempts to stand as 
if outside oneself in order to anticipate the 
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expectations of others. In adopting this stance, 
the standards and values of accounting are inter- 
nalized. In adopting this stance the Self i$ dis- 
covered as solitary and singular. —;'5* a 

One’s absorption with objective appearance 
can be purely defensive or can be taken on more 
positively as a series of projects for the enhance- 
ment of self. Thus alongside the spectre ofexclu- 
sion that accountability raises, lie the positive 
possibilities of the immediate gratification of 
praise, and the lure of future career opportunity. 
The individualized self can aspire to an ever 
more complete autonomy, and each level of the 
hierarchy:apparently offers a move towards this; 
position in the hieracrchy serving as an object- 
ive confirmation of relative value and worth. In 
practice of course one is drawn thereby further 
and further into conformity with the.standards 
of utility upon which “success” depends. 

Once in a management position one’s security 
depends crucially on being able to secure 
others’ conformity, and hence one is led 
increasingly. to view not only self but also 
others in the light of the instrumental concerns 
that accountability advertises. 

Foucault describes the impersonal intention 

embodied in discipline in the following way. 


It [discipline] must also master all the forces that are 
formed from the very constitution of an organised multi- 
plicity: it must neutralise the effects of counter power 
that spring from them and which form a resistance to the 
power that. wishes to dominate it; agitations, revolts, 
spontaneous organisations, coalitions — anything that 
may establish horizontal conjunctions. Hence the fact 
that the disciplines use procedures of partitioning and 
verticality, that they introduce between the different ele- 
ments at the same level, as solid separations as possible, 
that they define compact hierarchical networks, in short 
that they oppose to the intrinsic adverse force of multi- 
. plicity the technique of the continuous, individualising 
' pyramid. They must also increase the particular utility of 
` -each element of the multiplicity (Foucault, 1979, pp. 
29-220) ` 


The above has sought to suggest that the key to 


this individualizing is a sort of anxious self. 


absorption that is created and maintained 
around hierarchical accountability. 

The rituals of routine accountability impose 
the instrumental interests in production and 
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producers that are embodied in accounting, so 
that through the distorting mirror of accounting, 

others ‘discover you, and you discover yourself 
and’ "Others as mere objects of use. To maintain 
this usefulness requires a constant vigilance over 
one's self and a restless and endless comparison 
and differentiation of self from others. 

Foucault in the above quote suggests that 
these individualizing effects are the very means 
whereby disciplinary power is effective. In the 
name of some distant external power, we come: 
to practice power upon ourselves and each 
other. Yet the quote also recognizes “the adverse 
force of multiplicity" which suggests at least the 
latent possibility of a different experience of self 
and our relation to others. 


SOCIALIZING FORMS OF ACCOUNTABILITY 


In order to explain the nature of socializing 
forms of accountability and distinguish these 
from individualizing forms, we will make use of 
Habermas’ distinction between “work” and "in- 
teraction”. Habermas defines “work” in the fol- 
lowing Way: 


by work of purposive rational action I understand either 
instrumental action or rational choice or their conjunc- 
tíon. Instrumental action is governed by technical rules 


based on empirical knowledge (Habermas, 1971, pp. 
91-92). 


By “interaction” he means: 


communicative action, symbolic interaction. It is gov- 
erned by binding consensual norms which define recip- 
rocal expectations about behaviour, and which must be 
understood and recognised by at least two acting sub- 
jects (Habermas, 1971, p. 92). 


In more recent work this distinction has been re- 
cast into a distinction between “action-oriented 
to success” and “action-oriented to achieving 
understanding”. Although Habermas uses these 
distinctions to explore the contemporary rela- 
tionship between “subsystems of rational purpo- 
sive action” and the encompassing “institutional 
framework”, here the distinction will be used to 
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explore the coexistence of “work” and “interac- 
tion" at work. 

It can be suggested that accounting and the 
systems of accountability that are mobilized 
around accounting information embody and re- 
produce the mentality which Habermas defines 
as ^work". The preceding section argued that ac- 
counting reflects an instrumental orientation 
both to producers and production, and the 
"compulsory visibility" that it imposes, and the 
"factual" knowledge that it creates tends to re- 
produce in those subject to it a similarly instru- 
mental orientation not only to one's own and 
others actions, but more completely to one's self 
and other selves. 

A number. of conditions maintain this system 
of ^work". Although the use of accounting infor- 
mation could be said to be oriented to under- 
standing, the understanding that accounting pre- 
scribes is typically an imposed understanding. 
One can argue with its accuracy but not its 
methods of production or its categories of rele- 
vance. This is partly because accounting infor- 
mation is usually produced at a distance from the 
contexts which it purports to mirror and partly 
because this distance is itself a hierarchical 
distance. Thus accounting information is pro- 
duced and used within a system of dominance. 

Elsewhere (Roberts & Scapens, 1985) it was 
argued that the primary merit of accounting in- 
formation is its capacity to secure accountability 
across physical distance. Here it both reflects 
and in part resolves the problems of trust and di- 
vergent interests that distance and hierarchy 
create (Fox, 1974; Luhman, 1979). But this dis- 
trust and dominance are then reintroduced into 
face-to-face contexts where accountability is typ- 
ically asymmetrical; the subordinate accounts 
for himself to tbe superior rather than reciproc- 
ally. The result is a style of communication which 
is potentially full of distortion and inhibition 
both within and between particular face-to-face 
contexts. Accounting imposes a definition of the 
situation and action; the subordinate must exp- 
lain his or her action in terms of this imposed un- 
derstanding; individuals’ own understandings 
are in principle irrelevant to this process. The 
negative sanction of exclusion, and the positive 
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sanctions of financial reward and future career 
opportunities reinforce individual instrumental- 
ity whilst securing conformity. The result is at 
best an instrumental legitimation of the values 
embodied in accounting, in which success at 
controlling self and, for managers, others is con- 
stantly elevated above a concern for the quality 
or adequacy of reciprocal understanding. 

These conditions which underlie the prolifer- 
ation of “work”, for Habermas stand in marked 
contrast to those which underlie “interaction”. 
These Habermas has elaborated in his concept of 
“universal pragmatics” through which he seeks 
to explore both the desirability and practicality 
of a rational consensus grounded in non-dis- 
torted communication. What follows will 
merely suggest that alongside and around the in- 
strumental individualism that hierarchical ac- 
countability produces, there are a variety of 
other possible experiences of accountability 
alive and flourishing, and that if one explores the 
conditions which encourage and allow these al- 
ternative forms then they tend towards those 
which Habermas delineates as the basis for a 
rationally grounded consensus. 

As a researcher within organizations one can 
interview people as functionaries, and not sur- 
prisingly receive accounts of their experience 
which merely reflect their functional roles. 
Alternatively one can talk to others as people 
who are employed as: functionaries, and this 
tends to produce much more reflexive, and crit- 
ical accounts of individuals' experience at work. 
In other words, a shift of attention uncovers an 
active process of understanding not wholly con- 
fined by the logic of instrumental rationality en- 
couraged by hierarchical accountability. Indi- 
viduals are rediscovered as having at least a par- 
tial penetration and reflexive understanding of 
the “real” conditions of their own and others’ 
work, and a capacity to conceive of and recog- 
nize others and their interests outside the purely 
instrumental framework that work dictates. 

Whilst discouraged and unrecognized by 
hierarchical accountability, these understand- 
ings have an active presence within the flow of 
organizational life. Thus a great deal of what 
passes for talk in organizations involves the ac- 
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tive and open-ended process of making sense of 
what is going on. In the most oppressive situa- 
tions this is an individual process of seeking to 
see through the presented reality to its underly- 
ing conditions, and even as an individual activity 
it serves the purpose of retaining some sense of 
being in control. Typically, however, the pro- 
cess is a social one. Those who one happens to 
work with or alongside, become those with 
whom one shares and builds a common interpre- 
tation of ones world of work. Journeys too and 
from work, lunches and after work drinks, 
toilets, corridors, all the unsurveilled “back reg- 
ions” of organizational life serve as locations for 
such sense-making talk. Through such talk not 
only is the official version of organizational real- 
ity penetrated and reinterpreted, but also it is 
the basis for a diffuse set of loyalties and ties, of 
enmity as well as friendship, that humanize and 
socialize the experience of work. 

The conditions of such talk are worth noting. 
It is easiest between individuals of equal status, 
where hierarchy does not intervene. Foucault is 
right to insist that we should see power not 
merely as negative and constraining but as posi- 
tive and productive of particular forms of subjec- 
tivity. Nevertheless hierarchy seems to power- 
fully inhibit talk, so that in this respect power 
and talk seem fundamentally opposed. Hierar- 
chical power seeks to resolve difference by 
hierarchizing individuals’ relative value, and the 
relative worth of their understanding. Whilst 
practically this secures the public dominance of 
some opinions over others, difference is not 
thereby obliterated, but rather driven under- 
ground. In the absence of hierarchy, however, 
talk is in a sense the only way of resolving differ- 
ence or at least articulating it. Even between pro- 
ximate levels of hierarchy it is difficult to main- 
tain relationships to that which is functionally 
prescribed, so that relationships frequently spill 
over the instrumental boundaries that are set for 
them. 

Talk oriented to understanding also inevitably 
flourishes where there is regular face-to-face 
contact. In this respect the indifference of 
heirarchical accountability to all but its instru- 
mental interests is a double-edged sword. On the 
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one hand, in search of recognition we are more 
easily drawn onto its ground. Conversely, our 
concrete relations with others potentially offer a 
much richer and fuller source of recognition and 
identity, with the relatively unguarded flow of 
talk drawing us into a much deeper form of 
mutual engagement and reciprocal recognition 
than a calculated conformity with others' wishes 
can ever secure. The very fact of others’ pre- 
sence, and the relative absence of asymmetrical 
power forces us to acknowledge others, and to 
articulate what differences we discover between 
us through talk. Rarely perhaps does such talk 
explicitly aim at achieving consensus, but un- 
doubtedly it is the basis of mututal understand- 
ing, and consensus, albeit fluid and transitory, 
may be its unintended consequence. 

It is thesé conditions — a relative absence of 
asymmetries of power, and a context for the 
face-to-face negotiation of the significance of 
organizational events — that are the basis for 
what. will be characterized here as socializing 
forms of accountability. At the heart of these is a 
form of talk which whilst confirming of self, at 
the same time openly acknowledges the inter- 
dependence of self and other. Again, to quote 
Mericau-Ponty: 


In the experience of dialogue, there is constituted 
between the other person and myself a common ground: 
my thought and his are interwoven in a single fabric, my 
words and those of my interlocutor are called forth by 
the state of the discussion, and they arc inserted into a 
shared operation of which neither of us is the creator. We 
have here a dual being, where the other is for me no 
longer a mere bit of behaviour in my transcendental field 
nor I in his; we are collaborators with each ather in a con- 
summate reciprocity. Our perspectives merge into cach 

- other, and we coexist through a common world 
(Merieau-Ponty, 1962, p. 354). 


The process of hierarchical accountability is 
one in which we are kept anxiously preoccupied 
with securing self in relation to tbe objective 
standards of expected utility that accounting ad- 
vertises and imposes. These standards are "taken 
over" and become the lens through which we 
judge ourselves, and compare ourselves with 
others. By contrast, in writing of a socializing 
form of accountability one can suggest the possi- 
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bility of a form of talk where others are encoun- 
tered directly. Rather than treating others nar- 
cissistically as a mere mirror for self, or instru- 
mentally merely as means or obstacles to my pri- 
vate projects, unrestrained talk draws me into 
relation with others. In the process I am drawn 
to a recognition of other as other beyond my in- 
strumental interest in them — as a fellow sub- 
ject. At the same time my own understanding is 
engaged and elaborated only through and in re- 
lation to others, so that understanding takes the 
form of a “shared operation” of which no one is 
identifiably the author. In sum, one can suggest 
the possibility of a form of organizational talk 
which constantly threatens to dissolve the 
preoccupation with the objective boundaries of 
self which hierarchical accountability encour- 
ages, and instead offers a confirmation of self as 
active subject, different from yet in a relation of 
interdependence with others. 


INDIVIDUALIZING AND SOCIALIZING FORMS 
OF ACCOUNTABILITY: TENSIONS AND 
INTERDEPENDENCIES 


The above has attempted to sketch the condi- 
tions and effects of two forms of accountaiblity 
that are manifest within organizations. All ac- 
countability has the effect of acknowledging self, 
and focusing attention within the stream of ex- 
perience. Different forms of accountability how- 
ever, build very different senses of self and our 
relation to others. Hierarchical accountability, 
in which accounting information typically plays 
a central role, serves to individualize. Account- 
ing information acts as a mirror through which 
producers and their activity are made visible. Its 
apparent objectivity, and the positive and nega- 
tive sanctions that surround its use make it the 
image of events that counts. It becomes the 
mirror through which others must view, judge 
and compare individual and group performance. 
It becomes the mirror through which to secure 
self, we must view ourselves and our relation to 
others. It is in this way that the routines of hierar- 
chical accountability individualize, for they pro- 
duce a nervous preoccupation with the image of 
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self as an object ofuse, which is either indifferent 
to others, or conceives of others only as com- 
petitors from whom one must differentiate one- 
self. 

Such individualizing effects, however, do not 
wholly define or confine the experience of self 
in organizations. The discussion of socializing 
forms of accountability suggested that there 
exists the possibility of a different experience of 
self and one's relation to others. In the routines 
of work others are perhaps inevitably encoun- 
tered more directly, and relationships de- 
veloped more fully than functional utility 
demands or officially requires. A relative sym- 
metry of power and face-to-face contact offer the 
possibility of a more complete recognition of 
self, the engagement of personal understanding 
and the challenging of others' views and expec- 
tations. Out of such relationships is built mutual 
understanding and ties of friendship, loyalty and 
reciprocal obligation; a sense both of individual 
difference and mutual dependence. Self is con- 
firmed but in a way that simultaneously acknow- 
ledges and articulates the interdependence of 
self and other. 

What then is the organizational relationship 
between these two forms of accountability? The 
suggestion implicit in the above analysis is that 
different forms of accountability reflect and re- 
produce different ontologies. The earlier discus- 
sion of the genesis of self-consciousness made 
clear that self-consciousness arises from an inter- 
subjective field of visibility; in Merleau-Ponty's 
words "we are compounded through and 
through of relationship". From this perspective 
the individualising effects of hierarchical ac- 
countability appear as a kind of organizationally 
induced blindness. It is the peculiar achieve- 
ment of disciplinary power to depend upon 
social practices which nevertheless construct a 
form of subjectivity that constantly denies its 
social character or discovers it only serially. 

But if the atomistic conception of the indi- 
vidual is a "fiction", Foucault is right to insist that 
the mechanisms of disciplinary power makes a 


reality of this fiction. Both orders offer individu- 


als competing sources of identity between 
which to some degree they are forced to choose; 
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an identity grounded in the relatively unstruc- 
tured yet egalitarian domain of the informal does 
not coexist easily with an identity rooted in the 
reflected relative status of hierarchy. The obliga- 
tions that come with a commitment to the 
hierarchy threaten the loyalties of informal, 
whilst informal commitments risk compromis- 
ing and subverting functional responsibilities. It 
is as ifindividuals are constantly confronted with 
a choice between ties of loyalty to colleagues 
and their individual interests in the hierarchy. 
There is a pressure to resist being drawn into a 
relationship, to calculatedly maintain a distance 
— a distance that is made more real as one is 
drawn up the hierarchy. However, even if the 
relationship between what have been described 
as socializing and invididualizing forms of or- 
ganizational accountability is often experienced 
as a conflict or split within the individual, the ap- 
parent collision between these “competing” or- 
ders masks a variety of subtle interdependen- 
cies. 

One can suggest that socializing forms of ac- 
countability serve to humanize the experience 
of work — to cushion the individual from the im- 
personal harshness. of hierarchy especially at 
lower levels of the organization. However, as has 
long been realized, the effects of the informal 
organization have significance beyond the indi- 
vidual in so far as the lateral ties that are pro- 
duced do much to secure the routine inter- 
dependence of action upon which effective 
organization depends. In this respect the formal 
depends upon the informal, even if it denies this 
dependence. However there is also a reverse 
relationship involved here. Whatever the latent 
possibilities of community within the informal 
organization, it is also often the site of intense di- 
visions and splits. One can think here of emo- 
tionally highly charged differences that preclude 
talk, of the abuse of localized unsurveilled 
power, of the vagaries of favouritism, and 
nepotism and persecution, or of local collusion 
that subverts or disregards wider respon- 
sibilities beyond the group. In this respect, as 
Weber (1947) long ago recognized, the exter- 
nally imposed order of hierarchical rules offers a 
variety of forms of relief; it brackets off and 
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thereby to some extent protects collective 
action from the intrusion of irreconcilable per- 
sonal differences, and it realizes a presence in 
local contexts that threatens to uncover and 
thereby perhaps inhibits the personal abuse of 
power or the fraudulent potentials of a local 
group. In all these respects bureaucracy at the 
least mitigates the destructive potentialities con- 
tained within localized communities, to the 
benefit either of those within or in the larger 
group. (The paradox is that the abuses then re- 
appear in the other sphere in the form of the ap- 
parently unintentional injuries of inequality and 
disadvantage which are personally damaging but 
whose origin, or causality is difficult to identify 
or specify.) T 

Whilst the impersonal order of hierarchical 
accountability, as Habermas argues, realizes a 
form of system integration achieved by the 
media of power and money that is uncoupled 
from the demands and potentialities of a 
lifeworld grounded in communication, it is also 
an expression of the failure of that communica- 
tive order to reconcile tbe differences that it 
contains within itself. Of course bypassing or 
marginalizing the impact of personal difference 
on organizational action allows such differences 
to proliferate in an increasingly pluralistic 
lifeworld. | 

There is one further interconnection to be de- 
scribed that reverses the direction of Haber- 
mas's thesis of the "colonization" or "techniciza- 
tion" of the life world, and casts the apparent im- 
personality of the hierarchical order into doubt. 
One can suggest that there is a transference from 
the patriarchal order of the family that still domi- 
nates lifeworld experience into the apparently 
impersonal order of the hierarchy. Thus in the 
early works of Argyris, and more recently in the 
psychoanalytically informed work of writers 
such as Diamond (1986), Lyth (1988), Kets de 
Vries (1980), Bion ( 1961), there isa clear recog- 
nition of the ways in which the hierarchical 
order of organization is throughout embued 
with the unacknowledged and often unresolved 
symbolism of childhood dependence. If such a 
thesis is accepted then it represents a deeper 
challenge to the realization of rational consensus 
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than that created by the purely external 
demands of system integration in a market 
economy. The enemy is also within in the un- 
acknowledged desire for certainty and accep- 
tance that finds expression in conformity to an 
externally imposed discipline, whose attraction 
is precisely that it relieves the individual ofhis or 
her sense of personal responsibility both to self 
and others, even at the price of personal 
autonomy and creativity. 

Having drawn a sharp dichotomy between in- 
dividualizing and socializing forms of accounta- 
bility, a dichotomy that is not simply theoretical 
for it also appears in fissures in individual experi- 
ence, one is nevertheless forced to acknowledge 
the actual interdependence and interpenetra- 
tion of these two forms of accountability in or- 
ganizational activity. This unacknowledged in- 
terdependence is no doubt the source of the sta- 
bility but also intractability of contemporary 
organizational forms. By way of a conclusion we 
will now look at the sources of instability in this 
arrangement. 


THE POSSIBILITIES OF ACCOUNTABILITY 


It has been part of the argument above that 
hierarchical forms of accountability foster a 
belief in the reality of the objects that Account- 
ing produces; the “individual” and his or her 
“results”. Part of the potential merit of a shift of 
attention from accounts and accounting to pro- 
cesses of accountability is that the interdepen- 
dence of action reappears in view. At the heart of 
accountability is a social acknowledgement and 
an insistence that one’s actions make a differ- 
ence both to self and others. In exploring con- 
temporary forms of organizational accountabil- 
ity, however, we have discovered practices that 
seem peculiarly divided within themselves. The 
relationship between what I have described as 
individualizing and socializing forms of accoun- 
tability for Habermas is the meeting point be- 
tween different media of integration; system in- 
tegration by means of the media of power and 
money and social integration oriented to norms 
realised in communicative interaction. The 
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result of the divide is to release strategic action, 
both individual and collective, from any norma- 
tive regulation. As Habermas puts it: 


communicative action forfetts its validity basis in tbe 
interior of organisations. Members of organisations act 
communicatively only with reservation. They know they 
can have recourse to formal regulations, not only in ex- 
ceptional but in routine cases, there is no necessity for 
achieving consensus by communicative means ... 
(Habermas, 1989, pp. 310—311 ). 


One set of motivating concerns which has in- 
formed this exploration of the possibilities of ac- 
countability lies in the exclusion of ethical con- 
siderations from the formal processes of hier- 
archical accountability. At first sight what have 
been described as socializing forms of accounta- 
bility seem to offer a model for how organiza- 
tional accountability might be transformed, in a 
way that might temper the pursuit of strategic 
objectives with ethical concerns. In practice, 
however, it is difficult to conceive of how the in- 
formal could become the basis for an alternative 
organizational order, however morally desirable 
this might be. Only rarely is enough energy and 
solidarity generated within these social contexts 
to create an overt challenge to the hierarchical 
order — and even then resistance is often 
framed within the instrumental terms that 
hierarchy embodies and encourages. One is 
pushed to the conclusion that socializing forms 
of accountability will always be limited to local 
contexts where there is a relative absence of 
asymmetries of power and the possibility of face- 
to-face interaction. These local contexts, how- 
ever, are repeatedly subordinated to systems of 
hierarchical accountability sustained through 
the sanctions of power and money, whose pecul- 
iar merit is their capacity to span physical dis- 
tance, and create internal divisions within local 
contexts. 

If an emancipatory interest in the possibilities 
of accountability can draw little solace from the 
existence of socializing forms of accountability 
within the informal organization, one can how- 
ever point to the emergence of a critique of the 
individualizing effects of bierarchical accounta- 
bility from within instrumental reason itself. 
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One can suggest that current concern with in- 
ternational competition, notably comparison 
with the Japanese, is being used as a new source 
_ Of disciplinary power. Out of such comparisons 

` is growing an awareness and critique of the pro- 
ductive dysfunctions of western individualism 
(Pascale & Athos, 1982; Ouchi, 1981) and a 
whole series of new technologies designed to re- 
medy these dysfunctions. By way of an example 
we will look briefly at one such technology; Ben- 
nis and Nanus’ (1985) analysis of the virtues of 
the “transformational” leader. 

Bennis and Nanus organize their book around 
four strategies for taking charge. The first 
strategy "Attention through Vision" suggests that 
the leader must develop a vision both of what 
the organization currently is and what it needs to 
become. It is this vision that can then become a 
focusing point for organizational attention and 
energy. The vision, however, must be communi- 
cated. The second strategy involves "Meaning 
through Communication". The leader must en- 
gage in the “Management of Meaning". 
Employees must be led to share and own the vis- 
ion that the leader has created for the business. 
Strategy has to become a shared vision so that in- 
dividual action can see its place in the wider 
order of things. The third strategy seeks to de- 
velop "Trust through Positioning". The leader's 
vision must position the organization in its com- 
petitive and market environments, and the clar- 
ity of this positioning will create the context for 
"shared. beliefs in a common organizational pur- 
pose" and "trust" in the legitimacy of the leader. 
The fourth strategy for taking charge focuses on 
“the deployment of self”. The successful leader 
must have self-knowledge, be interpersonally 
skilled, and must “embrace” failure, both their 
own and others, as an opportunity for individual 
and organizational learning. Each of these four 
strategies contributes in its own way to “empow- 
erment”; the freeing up and pooling of collective 
energies in pursuit of a common goal. 

The empirical validity of this view of leader- 
ship is not at issue here. It is perhaps instructive 
to note that the remedy to an individualized or- 
ganization is sought in the magic of the super in- 
dividual — the leader/hero. However, each of 
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the strategies can be read as an implicit critique 
of the individualizing effects of hierarchical ac- 
countability. Firstly, accounting embodies and 
reflects an instrumental interest in both produc- 
tion and producers. In this way it focuses atten- 
tion on what is got.out of production rather than 
any long run strategy for production. Secondly 
this instrumental orientation to production is 
imposed through playing upon the essentially 
private self-interested concerns of individual 
success and failure. This focus on individual or 
group survival cuts across and distorts the inter- 
dependence of action upon which successful or- 
ganization depends and does nothing to create 
commitment to shared meanings (see Roberts, 
1990). Thirdly, hierarchical accountability, as 
has been repeatedly argued, implicitly acknow- 
ledges a problem of trust and seeks to circum- 
vent it through a compulsory visibility. Fourthly, 
the anxious preoccupation with how one is seen 
by others which hierarchical accountability in- 
duces, seems wholly antithetical to the creation 
of self-knowledge and the embrace of failure as 
an opportunity for learning. Finally there is the 
question of power. An individualized concep- 
tion of power treats power as an individual pos- 
session or commodity; relationally it is seen as an 
either/or rather than the both/and phenomena 
that empowerment implies (Daudi, 1986). In 
sum the purpose of the individualizing effects of 
disciplinary power is precisely to internally di- 
vide and partition. Paradoxically, we are now 
being advised that these divisions and partitions 
stand in the way of freeing up and pooling of 
collective energies in pursuit of common goals. 
Such strategic critiques of the individualizing 
effects of hierarchical accountability point in an 
entirely unexpected direction for the pos- 
sibilities of accountability — the enhancement 
of management practice which is both more self 
aware, and which seeks to prise subordinates 
from their unrealistic demands for a comfort- 
ing dependence. However, the argument can be 
too psychologized, in a way that ignores 
the all too often very conscious manipu- 
lations of the powerful who in practice find that 
there is only a very limited array of invariably 
strategic “shared values” which they can es- 
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pouse without threatening their personal advan- 
tage. 


CONCLUDING REMARKS — ACCOUNTING 
FOR INTERDEPENDENCE? 


It would appear that the individualizing ef- 
fects of hierarchical forms of accountability can 
be critiqued not only by those with an eman- 
cipatory interest in the possibilities of a ration- 
ally grounded consensus, but also strategically in 
terms of the disintegrative effects of indi- 
vidualism on the capabilities of the collective 
actor. The search for new integrative 
mechanisms within the organisation that can 
generate a more full hearted commitment, and 
the search external to organizations for ways to 
make them accountable for more than the reali- 
sation of their strategic goals — for the often un- 
intended and unacknowledged moral, social and 
environmental consequences that spill out from 
the pursuit of strategic objectives — can both be 
taken as evidence of the unsatisfactory conse- 
quences of contemporary forms of accountabil- 
ity. The current division and relation between 
socializing and individualizing forms of accoun- 
tability creates a split not only in people’s ex- 
perience of themselves at work, but also in the 
organizational capacity to realise strategic ob- 
jectives. This split has real consequences both 
morally and strategically. At a macro level these 
appear in the form of social inequalities and en- 
vironmental damage in pursuit of competitive 
advantage, as well as in difficulties in integrating 
collective action on the basis of a highly indi- 
vidualized workforce. At a personal level the 
consequences of the split take the form of ten- 
sions between the roles of functionary, con- 
sumer, parent, and citizen which threaten the 
felt unity of the person (Lasch, 1985). 

Having set out to explore the possibilities of 
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accountability the above analysis has in practice 
done little more than elaborate an understand- 
ing of how things are as they are. This, however, 
was perhaps a necessary step to take on the path 
of clarifying the direction in which the pos- 
sibilities of accountability should be pursued. 
The above analysis has revealed a morally and 
strategically destructive split in contemporary 
forms of organizational accountability. More- 
over, in describing the subtle interdependencies 
that actually exist between the two realms of ac- 
countability the maintenance of the split appears 
as a form of reciprocal denial of what is an unav- 


oidable interdependence of action both within 


the organization and between the organization 
and the communities in which it operates. The 
search for the possibilities of accountability 
should have as its aim the practical reconcilia- 
tion of this moral and strategic split. 

One of the principal problems of accounting 
information is that if it is treated as a mirror, it 
seems to reveal only independent entities. At 
worst the practice of accountability is taken in 
by this image, and uses information in a way that 
seeks to locate responsibility and blame un- 
equivocally. (Of course it must exclude consid- 
eration of the effects of its own practice to main- 
tain such an illusion of separability.) Jn practice 
accountability is a form of social relation 
which reflects symbolically upon tbe practical 
interdependence of action: an interdependence 
that always bas both a moral and strategic di- 
mension. This reflection cannot confine itself to 
an exclusive consideration of strategic effects 
and consider itself adequate, and yet this is what 
the impoverished language of contemporary Ac- 
counting believes itself to be. The practical task 
is to recover accountability from the exclusive 
and apparently mesmeric grip of Accounting, 
and this is perhaps the point at which the new 
technologies of leadership and the moral con- 
cerns of the individual employee might create a 
new alliance. 
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Abstract 


While feedback has been viewed as a central component of an organization's management accounting and 
control system, much of the research on system design has not explicitly considered the behavioural 
consequences of providing organizational members with feedback. In order to redress this situation, this 
paper reviews some of the research conducted in psychology, as well as related work in accounting, in 
order to identify future research opportunities. In particular, issues relating to (a) the psychological 
closeness, credibility and power of feedback sources, (b) the sign, frequency and type of feedback 
messages, and (c) the individual differences of locus of control and self-esteem, are discussed. In the case 
of sources of feedback, particular attention is paid to the interpersonal relationships between superiors and 
subordinates and between managers and accountants. Furthermore, the review of the literature reveals that 
the feedback phenomenon is a complex one. Thus it is argued that care must be exercised in making both 
predictions about the impact of feedback and general statements about feedback effectiveness. In order to 
place the complexity in perspective, a contingency view is taken and the relevance of certain contingency 
factors, when investigating the behavioural consequences of feedback in accounting settings, is discussed. 
Finally, several avenues for future research into feedback in management accounting are identified and 
described. 


The notion of feedback is central to the discus- To a large degree, analysis of feedback in the 


sion of system design and implementation in the 
management accounting literature, especially in 
the context of management control systems. 
Feedback information about aspects of the sys- 
tem being controlled (e.g. costs, profits) is seen 
as important, if not crucial, to affecting control. 
Otley & Berry (1980, p. 236) state that “. . . con- 
trol can only exist when knowledge of outcomes 
is available; with no feedback on actual perform- 
ance, improvement (and even continued suc- 
cess in changing conditions) is possible only by 
chance". P 





management accounting literature has been in- 
fluenced by cybernetic control theory (Otley & 
Berry, 1980; Emmanuel & Otley, 1985). The 
main elements in this theory are a set of inputs, 
a process by which inputs are transformed, a set 
of outputs and a feedback loop which provides 
information to the system about the nature of 
the outputs. The operation of the feedback loop 
involves the comparison of the actual level 
achieved for a variable of interest against some 
standard or desired level. Control action is then 
taken where discrepancies indicate some cor- 
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rection to be necessary. Possible responses are 
identified by Otley & Berry (1980) as first-order 
control (changes to inputs), second-order con- 
trol (changes to objectives or standards), inter- 
nal learning (amendments to the transformation 
process ), and systemic learning (changes to the 
transformation process ). Similarly, Horngren & 
Foster (1987) also take a cybernetic perspective 
of control, arguing that feedback can be used for 
such purposes as changing goals, searching for 
alternative means, changing methods for making 
decisions, making predictions, changing the 
operating process, and changing the basis for 
measuring and rewarding performance. 

The operation of the feedback loop is usually 
viewed in a neutral or mechanistic way in the 
management accounting literature. When, for 
example, actual production costs are compared 
against standard costs, management first decides 
whether any further investigation is warranted 
(management by exception). If so, investiga- 
tions of variances are undertaken and, depend- 
ing on the results of these investigations, specific 
control actions are carried out. While this analy- 
sis and interpretation may be quite difficult tech- 
nically, for example, developing decision rules 
about when to investigate variances (Dopuch et 
al., 1982; Kaplan, 1982), essentially the manage- 
ment control problem is seen as one of carefully 
analysing and selecting appropriate responses. 
Furthermore, provision of information via the 
feedback loop is seen as being critical to success- 
ful control. Accordingly, Horngren & Foster 
(1987) claim that many control systems are 
weak because managers ignore the feedback 
while many successful managers actively sup- 
port their control system by using feedback in a 
highly visible way. They state (p. 5) that “... 
management control is primarily a human 
activity that should focus on how to help other 
humans in their work.” However, implicit in this 
statement is the view that, by simply utilizing 
feedback information, improvements in deci- 
sion making and performance can be made.! A 
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similar criticism, concerning the assumed role of 
feedback, has been made by Greller & Herold 
(1975) in the context of the management ap- 
praisal literature where they charge that the 
analysis has been simplistic and prescriptive 
(e.g. “feedback is good”). 

While feedback from accounting control sys- 
tems provides a basis for error detection by man- 
agement (Otley & Berry, 1980), it can also pro- 
vide information to individuals or groups of indi- 
viduals (often in subordinate roles) about their 
work related performance, either directly or 
through a superior (Hopwood, 1976; Libby, 
1981; Emmanuel & Otley, 1985). In psychology, 
feedback relating to the work performance of in- 
dividuals has been a topic of extensive research, 
being regarded as an important determinant of 
human behaviour in organizations (Stone & 
Stone, 1985). In management accounting, how- 
ever, while the importance of feedback in con- 
trol settings is acknowledged, little attention has 
been paid to the behavioural consequences of 
feedback, especially where feedback is provided 
by a superior. 

To indicate the substance of this claim, con- 
sider the following examples. In his analysis of 
budget control, Hofstede (1968) provided evi- 
dence which suggested people were concerned 
with the accuracy, understandability and timeli- 
ness of feedback and that person-to-person com- 
munications were desirable. There was, how- 
ever, no analysis of the feedback process and his 
recommendations are largely prescriptive, 
based on responses to his questionnaires and in- 
terviews. 

In a study of expectancy theory in a budgetary 
setting, Rockness (1977) gave half the subjects 
“formal” feedback and no feedback to the rest. 
Formal feedback was a precise measure of per- 
formance on each repetition of the task. While 
no explicit relationships were hypothesized be- 
tween feedback and performance, the results in- 
dicated that subjects receiving feedback were 
more conservative when planning the level of 


! In fact, there is evidence that in some contexts, such as intuitive time series forecasting, attempts to improve predictions via 
feedback may be suboptimal. For a discussion, scc Eggleton (1976, 1982) and Rouse (1976). Sec also, Hammond, Summers 
& Deane (1973), where.it:is shown that giving feedback about correct outcomes can reduce judgement performance. 
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performance, and were more satisfied with the 
budget. With no theoretical development of the 
role of feedback in either motivational or learn- 
ing contexts, the results are, at best, suggestive. 

Kenis (1979) argued more feedback is better 
than less, as without information about perform- 
ance, there will be no incentive for higher 
performance and subordinates may become dis- 
satisfied. His measure of feedback, however, did 
not distinguish between factors such as sign or 
source and equated amount of feedback with 
frequency. As will be shown in this paper, dis- 
tinguishing between these factors is important 
when making predictions about the likely 
impact of feedback on behaviour. 

Thus, while feedback is generally viewed as 
being a crucial component of management ac- 
counting control systems, there has been little 
critical appreciation or systematic analysis of the 
ways in which it may affect the behaviour of or- 
ganizational participants. Hence this paper has 
three main objectives. The first is to review 
some of the research that has been conducted in 
psychology in order to identify a number of 
issues and variables that are shown to be salient 
to understanding the behavioural consequences 
of accounting feedback in organizational set- 
tings. The second is to review feedback-related 
work in accounting and to indicate that research 
into the behavioural consequences of feedback 
has been limited. The third is to suggest a num- 
ber of future research opportunities with a view 
to improving our knowledge and understanding 
of the feedback phenomenon in management 
accounting. 

In the next section, a framework for analysis is 
presented. The third section contains an over- 
view of the nature and extent of feedback 
research in psychology. This is followed by three 
sections which review a number of specific 
issues of interest to management accounting, 
and the final section contains a summary and 
some proposals for future research. 


A FRAMEWORK FOR ANALYSIS 


Before presenting the framework to be used 
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for analysing the behavioural responses to feed- 
back which originates from a management ac- 
counting system (MAS), it should be noted that 
an important aspect of the proposed model is 
that it emphasizes the fact that the feedback pro- 
cess being described operates in an organiza- 
tional setting (see Fig. 1). Recognition of this 
makes it explicit that any analysis of the pre- 
dicted effects of feedback on the responses of 
individuals must consider the influence of the 
organizational context. Figure 1 takes a contin- 
gency theory perspective of MAS design (see, for 
example, Hayes, 1977; Waterhouse & Tiessen, 
1978; Otley, 1980, Brownell, 1982; Gordon & 
Narayanan, 1983), and identifies the key vari- 
ables or factors. Environmental uncertainty, 
organizational technology, goals and size all im- 
pact on organization structure. This in turn de- 
fines responsibility centres, in which super- 
visors monitor the performance of subordinates 
(and their peers) with respect to specific tasks, 
and provide feedback. Central to this perform- 
ance monitoring and subordinate feedback pro- 
cess is the MAS, the design of which, ideally, is in- 
fluenced by the four aforementioned primary 
contingency factors, the organization structure 
and designated responsibility centres, the per- 
sonality traits and information processing 
capabilities of both the supervisor and subordi- 
nates, and the nature of the tasks themselves. 
Figure 2, which is best read commencing at 
Box (1) (the task), depicts a model .of the 
feedback cycle within an organizational re- 
sponsibility centre (see Fig. 1), highlighting the 
information flows and the major behavioural 
consequences of providing feedback to indivi- 
duals. In this model, feedback is defined as 
information about the effectiveness of an 
individual's (subordinate's) work: related be- 
haviours. The model identifies sources of feed- 
back [Boxes ( 1)-4 4)], the factors likely to impact 
on behaviour of subordinates and the behavioural 
consequences [Box (5)], as well as the informa- 
tion flows, which are shown by the arrowed lines. 
As shown in Fig. 2, there are several sources 
from which the subordinate can receive infor- 
mation about performance — from either the 
task directly or their own observations [Box (1)], 
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Fig. 1.A contingency perspective of the management accounting system ( MAS). 


from peers [Box (2)] the MAS [Box (3)] or 
supervisors [Box (4)]. In the case of MAS gene- 
rated feedback, communication can be to the 
individual directly, to a work group, via formal re- 
porting channels, or indirectly through a super- 
visor. In the latter case it is likely that the super- 
visor will interpret the information, perhaps 
combining it with other information, for 
example, from the subordinate’s peers, to form 
judgements about work performance. 

Box (5) summarizes the feedback-related fac- 
tors that affect the behaviour of the subordinate 
(recipients), as well as the types of behaviours 
involved. On receiving information about work 
performance they must form a perception about 
the feedback, and decide whether to accept that 
feedback (Ilgen et al., 1979). Perception refers 
to the way in which the message is interpreted 
or the meaning given to it. The degree of 


accuracy of perceptions may vary, which, in 


turn, may affect responses and outcomes. In fact, 
Taylor et al. (1984) point out that, in some 
cases, the feedback may be ignored or consi- 
dered irrelevant (for example, where new or- 
ganizational members do not have behavioural 
standards against which to compare the feed- 
back). 

Acceptance of feedback depends on the belief 
held by the recipient that the feedback is an 
accurate portrayal of his/her performance. The 
acceptance of feedback can be considered to be 


independent of the perceptions that are made © 


about its accuracy. For example, an individual 


‘may corréctly perceive the content of a message 


indicating poor performance, but discount its 
significance as being an accurate portrayal of 
performance, because the person giving the 
feedback is not considered to be an expert 
(Igen et al., 1979). 

Given that the feedback is accepted (irrespec- 
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Fig. 2. The feedback cycle highlighting the major behavioural consequences. 


tive of how accurately it has been perceived), 
the recipient will then compare it against some 
personal standards or expectations. Based on 
this comparison a number of responses are pos- 
sible. These can be categorized as cognitive, 
behavioural and affective responses (see Taylor 
et al., 1984). Cognitive responses involve the 


J 
,, 
1 


reassessment of expectancy beliefs about task 
achievement and changes to the individual’s 
own behavioural standards or goals. 
Bebavioural responses refer to one or more of 
the following: changing the direction of 
behaviour (for example, trying new strategies); 
altering the level of effort; changing the level of 
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task persistence; and responding against the 
feedback system. Affective responses relate to 
the feelings the individual has towards the feed- 
back itself (for example, satisfaction with per- 
formance) and towards the feedback appraisal 
system. It is expected that the various responses 
will in turn impact on the recipient’s future work 
performance. Finally, measures of this future 
performance provide further input to the MAS 
(and the supervisor) and the sequence. is 
repeated. 


FEEDBACK RESEARCH IN PSYCHOLOGY 


A number of review articles in the psychology 
literature summarize the feedback research 
which has been conducted in three broad cate- 
gories: in relation to individuals (gen et al., 
1979; Taylor et al., 1984); in relation to groups 
and/or individuals operating in groups (Nadler, 
1979); and in relation to the behaviour of 
superiors charged with giving feedback ( Larson, 
1984). From these reviews, four factors, namely, 
source identity, source attributes, nature of the 
message and individual characteristics, appear 
important when investigating the bebavioural 
consequences of feedback. In turn, these factors 
have been defined or categorized along a num- 
ber of dimensions. Figure 3 identifies these fac- 
tors and details some of their dimensions which 
have been examined in the psychology litera- 
ture. The variety of dimensions shown in this fig- 
ure suggests that relations between the feedback 
stimulus and individual behaviours are likely to 
be complex. As noted by Ilgen et al. (1979), the 
presence of such complexity means that it is dif- 
ficult to make generalizations about the effects 
of feedback on behaviour. 

Some of this feedback research is reviewed in 
the following sections. In particular, research re- 
lating to the psychological closeness, credibility 
and power of feedback sources; the sign, 
frequency and type of feedback messages; and 
individual differences of locus of control and 
self-esteem are examined. While this is not a 
comprehensive review, the specific areas cho- 
sen provide some insights into the behavioural 
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implications which may be expected when ad- 
ministering accounting feedback. Furthermore, 
an understanding of the behavioural conse- 
quences of the feedback process and the vari- 
ables involved provides a useful foundation for 
future accounting research into feedback. 


SOURCES OF FEEDBACK 


Ilgen e? al. (1979) suggest that an individual's 
perception, acceptance and desire to respond to 
feedback is influenced by the source of the feed- 
back. As shown in Fig. 3, [Box (1)], feedback can 
emanate from a number of sources, both internal 
and external to the organization. While external 
sources may be important (for example, feed- 
back from "clients" in the case of public 
agencies), the research reviewed here focuses 
on internal sources. Internal sources are often 
subclassified as formal, superior, peer, task, and 
self. The reported research findings indicate that 
the psychological closeness, the credibility and 
the power ofthe source are important factors in- 
fluencing the recipient's behaviour [see Fig. 3, 
Box (2)]. It is argued here that, as accounting in- 
formation usually comes from either a formal re- 
porting system or a supervisor, it is important to 
understand how recipients regard various 
sources and the influence these sources can 
have on them. In addition, it is argued that the 
existence of informal sources of feedback infor- 
mation as alternatives to the formal system 
should be considered when designing MAS. 


Psycbological closeness of feedback sources 
Feedback can originate from a variety of inter- 
nal sources, and there is evidence that recipients 
view these various sources differently (Greller 
& Herold, 1975; Herold & Greller, 1977). Grel- 
ler & Herold (1975) postulated five potential 
sources — the formal organization itself (which 
would include the MAS), supervisors, co-work- 
ers, the task itself, and self. Their study showed 
tbat the extent to which individuals find out 
about work performance decreases as the 
"psychological" distance from the source in- 
creases. Specifically, in response to a question- 
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Fig. 3. Factors related to the behavioural consequences of feedback and their dimensions. 


naire, respondents indicated that self and the 
task (intrinsic sources) provided more informa- 
tion than supervisors, co-workers or the organi- 
zation (extrinsic sources ). 

When accounting information is used as an in- 
dicator of task performance, it may come from 


, 


one of two sources; directly from the formal re- 
porting system or indirectly via a superior or 
supervisor (see Fig. 2). From the management 
accounting perspective, the findings relating to 
extrinsic feedback sources are of interest. Grel- 
ler & Herold (1975) found that the reliance that 


378 


recipients placed on the formal organizational 
sources of feedback was relatively low. As the 
MAS is a major source of organizational informa- 
tion, this suggests that individuals may tend to 
discount the value of such information. More- 
over, the apparent preference for feedback from 
intrinsic sources requires further examination in 
the accounting context. 

With respect to extrinsic sources of feedback, 
some research in the accounting literature indi- 
cates a preference for information provided by a 
superior. Hofstede (1968) reported that people 
in the organizations he studied expressed a grea- 
ter desire for person-to-person communications 
than the use of formal reports. Belkaoui & Picur 
(1987) have investigated the perceived impor- 
tance and reliability of feedback sources in CPA 
firms, and found that individuals rank super- 
visors ahead of the firm. In addition, supervisors 
were ranked highest over all sources, a finding 
which seems to be contrary to those in psychol- 
ogy. However, it is difficult to assess just how dif- 
ferent Belkaoui & Picur’s (1987) results are as 
the authors only tested for a source main effect, 
but made no individual comparisons between 
the five sources. Nevertheless the low rankings 
placed on feedback from formal systems suggest 
that more attention should be directed towards 
developing feedback structures involving 
superior—subordinate relationships. 


Credibility of the source 

When interpreting the above findings, it has 
been argued that sources are weighted diffe- 
rently by recipients according to their percep- 
tions of the credibility of the source. The degree 
of credibility that an individual attaches to a 
source will depend on factors such as the exper- 
tise, trustworthiness and reliability attributed to 
the sources [see Fig. 5, Box (2)].? For example, 
Greller & Herold (1975) claim that a possible 
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reason for their findings, regarding extrinsic 
sources of feedback is that people tend to 
have less trust in such sources. Thus, feed- 
back from extrinsic sources is seen as less 
credible and is less likely to be accepted (igen 
et al, 1979). 

Further problems regarding source credibility 
can arise when superiors and subordinates view 
feedback sources differently. A study by Greller 
(1980) compared the usefulness attached by 
both supervisors and subordinates to various 
sources of feedback about the subordinate’s job. 
Supervisors were found to underestimate con- 
sistently: the importance individuals attached to 
the feedback provided directly by the task; com- 
parisons they made of their own performance 
against others; and the comments to them by co- 
workers. On the other hand, superiors consis- 
tently overestimated the importance of formal 
organizational rewards, informal assignments 
given by the superior, and comments made by 
the superior to subordinates. 

The degree of credibility associated with a 
source, in particular where the source is the 
MAS, may be affected by some of the contin- 
gency factors identified in Fig. 1. For example, in 
the case of technology, it is hypothesized that 
managers of departments employing routine 
technology (Hayes, 1977; Waterhouse & Ties- 
sen, 1978) would consider feedback provided 
by the MAS to be more credible than managers 
facing non-routine technology. This would be 
the case since the feedback would be more com- 
plete and objective, and hence, considered to be 
more reliable. Consequently, it would be ex- 
pected that managers in departments with 
routine technology would be more likely to 
accept MAS feedback. In particular, this predic- 
tion seems of relevance to those operating in ser- 
vice industries or service-oriented public sector 
agencies. Their acceptance of MAS feedback 


^ While Ilgen et al. (1979) note that a number of dimensions of credibility have been identified in the literature, expertise, 
trustworthiness and reliability appear important when considering the relationship between source credibility and 
feedback acceptance. Expertise concerns perceptions the recipient has about the ability of the source in terms of the task for 
which feedback is being provided. The trustworthiness ofa source relates to the beliefs a recipient holds about the intentions 
or motives of the source when assessing performance. The reliability of a source refers to the ability to deliver accurate 


feedback. 
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would reflect not only the inherent difficulty of 
accurately defining the non-routine underlying 
technology (making arbitrary cost allocations 
necessary, for example), but also the managers’ 
beliefs that accountants lack the expertise to 
comprehend, and hence evaluate, fully the non- 
routine functions for which they are responsible. 

Organizational size might also impact (either 
directly, or indirectly through organizational 
structure) on managers’ perceptions of the cre- 
dibility of MAS feedback. In larger organizations 
there is likely to be greater organizational, and 
hence psychological, distance between the MAS 
and the recipient. It would be expected that MAS 
feedback sources would be perceived by lower 
level managers in large organizations to be less 
credible than by managers performing similar 
functions in small organizations. 

Similarly, with respect to organizational goals, 
it would be expected that managers in profit- 
oriented organizations would be more likely to 
regard the MAS as a more credible source of per- 
formance feedback than their not-for-profit ser- 
vice-oriented counterparts. The lack of credibil- 
ity in the latter case would be attributed to per- 
ceptions of low reliability, due to greater mea- 
surement difficulties associated with perform- 
ance indicators (such as those relating to the 
quality of the services provided ). 

A consequence of these different perceptions 
about the credibility of the source is that subor- 
dinates may regard the feedback system as being 
unfair in some situations. As Greller (1980) 
points out, since supervisors often initiate 
changes to feedback processes and since the ef- 
fectiveness of these changes depends on the im- 
pact on subordinates, it is important to under- 
stand the values individuals place on various 
sources of feedback. Belkaoui & Picur (1987) 
refer to this problem in CPA firms, claiming that 
the role and importance of the ‘firm’ is overem- 
phasized vis-a-vis the way it is viewed by seniors 
and managers. A possible behavioural response, 
where the feedback system is seen as not credi- 
ble, may involve reacting against the feedback 
system itself (Taylor et ai., 1984), for example, 
by manipulating or falsifying data input to the 
MAS. 
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Power of the source 

As well as the credibility of the source, the 
power of the source influences behaviour, 
especially as regards the desire or willingness to 
respond to feedback. The desire to respond 
may thus be independent of both perceptions 
about, and acceptance of, feedback. The fact 
that many reward systems also utilize the same 
information about work performance may 
mean individuals attempt to comply with 
feedback, despite problems with perception 
and acceptance. The consequences of this 
conflict between the credibility of the source 
and the power of the source give rise to 
potential dysfunctional behaviours, especially 
rigid bureaucratic behaviour (see, for example, 
Lawler & Rhode, 1976). 

In an accounting context, findings by Harrell 
(1977) are suggestive of the influence of the per- 
ceived. power of feedback sources. In this study 
Air Force officers evaluated the overall perform- 
ance of 32 training wings, using prior ratings of 
satisfactory or unsatisfactory based on five cues. 
Two types of feedback (discussed below) were 
administered — information about the official 
cue weighting policy (policy feedback) and a 
superior's preferred judgement for each case as 
it was evaluated (outcome feedback). The ex- 
perimental design consisted of five feedback 
treatments (no feedback, policy feedback, 
policy and consonant outcome feedback, policy 
and dissonant outcome feedback, and policy and 
random outcome feedback). Subjects’ ability to 
learn a performance evaluation weighting sys- 
tem consistent with the official policy was 
examined. Of interest bere is the performance of 
those groups which received both policy feed- 
back and a form of outcome feedback. Subjects 
approximated the policy weights in the cases of 
consonant and random feedback, but deviated 
from it when faced with dissonant feedback from 
a supervisor, following the  supervisor's 
approach instead. As subordinates are typically 
motivated to satisfy their superiors, the power of 
this feedback source is sufficient to cause them 
to move away from what might otherwise be 
considered to be the appropriate response. This 
further suggests that research into the role of the 
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supervisor in the feedback process and the influ- 
ence of interpersonal relations with subordi- 
nates is needed (see below where these issues 
are examined further). 


Informal sources of feedback 

The feedback process depicted in Fig. 2 im- 
plies a passive role for the recipient, whereby 
messages are received from various sources. 
Ashford & Cummings (1983) maintain that 
while this is the predominant view of the feed- 
back process, a proactive role for the recipient in 
the feedback process is a more appropriate con- 
ceptualization. Taking this view, individuals are 
seen as both actively monitoring and directly 
seeking personally relevant information about 
‘their performances. 

The existence of “informal accounting sys- 
tems” in organizations (Hopwood, 1974; Clancy 
& Collins, 1979) supports this view of the feed- 
back process. Informal accounting systems refer 
to those sources of information that are not 
legitimized by the top management of the or- 
ganization, and are often maintained by the per- 
son who directly uses the information. Informal 
accounting systems often complement the for- 
mal accounting systems, rather than competing 
with or replacing them (Clancy & Collins, 19779; 
Johnson & Kaplan, 1987). 

One of the major uses for informal accounting 
systems is to help individuals track their own 
performances. Clancy & Collins (1979) hypo- 
thesize a number of reasons as to why individu- 
als might perceive such information as being 
important. Firstly, informal accounting systems 
attempt to overcome limitations of the output 
from formal systems such as its timeliness and re- 
liability. Current, reliable feedback about per- 
formance enables adjustments and corrections 
to be undertaken, and learning to take place. Sec- 
ondly, limitations relating to the MAS itself, such 
as lack of trust in formal sources in providing 
accurate and complete measures of per- 
formance, and a failure of the formalized system 
to measure performance in terms of personal 
goals, cause individuals to seek or devise 
alternative systems. 

The existence of informal accounting systems 
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in organizations not only demonstrates the im- 
portance individuals attach to receiving feed- 
back about their performance, but also under- 
lines the perceived lack of credibility of the MAS 
as a source of feedback. Even though the formal 
system does provide feedback, it is regarded, for 
various reasons, as being inadequate. To address 
these issues, research could be directed at more 
carefully identifying individuals’ feedback needs 
when designing MAS. In addition, the develop- 
ment of real-time accounting systems offers an 
opportunity for providing timely and relevant 
performance feedback. 


Conclusions regarding source 

The findings relating to feedback sources, 
especially where the source is the supervisor or 
the formal accounting system of the organiza- 
tion itself, indicate that individuals may have dif- 
ficulties in accurately perceiving, being willing 
to accept, and responding to feedback. Careful 
consideration of the impact of the source on be- 
haviour appears to be important when designing 
MAS to ensure that learning takes place, result- 
ing in improved task performance as well as 
reducing the likelihood of dysfunctional be- 
haviour. 

From a management accounting point of view, 
however, some caution is needed when inter- 
preting the psychology findings. In particular, 
neither the level in the hierarchy which is being 
studied (and hence, the power of the sources), 
nor the amount of "accounting information" that 
is included in the feedback messages, is always 
clear. These problems suggest that further inves- 
tigation of the impact of feedback sources is 
needed in settings where MAS information is 
used as a major indicator of work performance. 
This perhaps means research at higher levels in 
organizations than those typically studied in the 
psychology literature. For instance, Herold & 
Greller (1977) surveyed “working people" plus 
foremen and managers employed by a utility 
company. The hierarchical levels involved are 
unclear and there was no analysis of the sub- 
stance of the feedback that people received. 
Where the source of accounting feedback is of 
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interest, a more careful sampling is needed in 
order to ascertain the degree to which the find- 
ings in the psychology literature apply. 

Another problem relates to developing mean- 
ingful constructs. Herold & Greller (1977) 
found that it is often difficult to separate organi- 
zational feedback from supervisory feedback 
and Herold & Parson (1985) even suggest a 
combined category of organizational and super- 
visory communications. Given this contention, 
two issues seem worthy of research in manage- 
ment accounting. Firstly, do subordinates distin- 
guish between these two sources and if so, what 
is the perceived relative importance (or useful- 
ness ) associated with the way in which account- 
ing feedback is communicated to individuals ( di- 
rectly by the formal structures or via an inter- 
mediary such as a supervisor )? Of particular in- 
terest would be the influence of different super- 
visory styles (Hopwood, 1972) on perceptions. 

Secondly, while the interpersonal relationship 
considered here (see Fig. 2) is one of manager or 
supervisor (feedback source) and subordinate 
(feedback recipient), an analogous relationship 
exists between the accountant (feedback 
source ) and the manager/subordinate (feedback 
recipient). Accountants, as people, rather than 
the more impersonal accounting system, are 
often regarded as sources of feedback by mana- 
gers (see, for example, Argyris, 1952), but the 
reaction to such a source is problematical. For 
instance, it may be hypothesized that the desire 
of managers to respond to feedback in organiza- 
tions of different sizes will be jointly influenced 
by their perceptions concerning the credibility 
(especially the level of trust between report 
users and report preparers ) and the power of the 
accountant. For the reasons argued above, the 
credibility of the accountant is expected to be 
lower in larger firms. Yet, paradoxically, because 
of the greater status differential that exists be- 
tween the accountant and the lower level man- 
ager in larger organizations (and hence, the at- 
tribution by the manager of greater power to the 
accountant ), the manager in the larger organiza- 
tion may still be more likely to respond to MAS 
feedback than his/her small organization coun- 
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NATURE OF FEEDBACK MESSAGES 


The way in which individuals react to feed- 
back will also be affected by the nature of the 
message received. In turn, messages can vary 
along a number of dimensions as identified in 
Fig. 3, Box (3). Research findings with respect to 
three of these — sign, frequency and type — are 
of particular relevance to MAS design and are 
discussed in detail. 


Feedback sign 

Messages conveyed by feedback may indicate 
good or poor performance and often are evalua- 
tive in nature, indicating someone’s judgement 
about the results. Concern that positive and 
negative feedback may affect behaviour asym- 
metrically has been investigated quite exten- 
sively in psychology. Research has covered both 
the behaviour of recipients and those delivering 
the feedback The general findings are that 
recipients are more likely to perceive positive 
feedback more accurately than negative feed- 
back and that superiors tend to distort or sup- 
press negative feedback. As the sign of feedback 
information has received little attention in the 
accounting literature, the implications of this 
oversight for future research are considered. 


Sign and recipients’ perception and accep- 
tance. A consistent finding in feedback research 
is that people perceive positive feedback more 
accurately than negative feedback and more 
readily accept positive feedback (see Ilgen et al., 
1979, for a review of this research ). This asym- 
metry is usually explained in terms of the threat 
of negative feedback to an individual’s self- 
esteem (Ilgen etal., 1979; Stone & Stone, 1985). 
Furthermore, individuals are more likely to 
accept positive feedback, again, as it is consistent 
with their self-images (e.g. successful, capable). 

The impact of sign on feedback perception 
and acceptance, however, is influenced by other 
factors, particularly the feedback source. In 
Stone & Stone (1985), subjects were required to 
perform a personnel management task, and sub- 
sequently received task performance feedback 
from (hypothetical) feedback agents described 
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as being of equal status. The experimenters man- 
ipulated the feedback message which indicated 
to what extent a subject’s level of performance 
was favourable (namely, either acceptable or 
superior). Note that negative feedback was not 
administered in this study due to ethical reasons. 
The authors investigated, inter alia, the effect of 
feedback favourability, and the interaction of 
feedback favourability and consistency of feed- 
back given by alternative sources, on subjects’ 
perceptions of feedback accuracy. Their results 
support the hypothesis that perceived accuracy 
of feedback increases as a function of its favoura- 
bility or, more generally, its sign. They also 
found that, where there are inconsistencies 
between feedback sources, individuals tend to 
discount the less favourable information. These 
results are 2 cause for concern about the effec- 
tiveness of organizational feedback systems as 
poorer performers are less likely to benefit from 
the feedback which is presumed to help improve 
their future performance. 

While Stone & Stone (1985) provided sub- 
jects with feedback from two sources of equal 
status, they note that variables such as status, 
power and psychological closeness may affect 
their results. For example, acceptance of feed- 
back may be influenced by the interaction of 
status or power of the source and feedback 
favourability. In the study by Halperin et al 
(1976) subjects performed a personality test 
and were subsequently given “fake” feedback 
(either positive or negative) which was de- 
scribed as coming from one of three sources 
of differing status or expertise (clinical 
psychologist, graduate student, undergraduate 
student). There were significant main effects for 
both feedback sign (positive feedback more ac- 
ceptable) and status (feedback from higher 
status sources more acceptable). The inter- 
action was also significant, showing that when 
feedback is positive, source status makes little 
difference to acceptance, but in the case of nega- 
tive feedback, the lower the status of the source, 
the less acceptance. These results highlight the 
potentially important role of high status (power- 
ful) individuals in the feedback process, espe- 
cially where negative feedback has to be ad- 
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ministered. 

At the group level, the sign of the feedback 
message also differentially affects behaviour. Na- 
dler (1979) reviews research that indicates that, 
in groups, individuals attribute negative feed- 
back to other group members while taking per- 
sonal responsibility for postive feedback. There 
is, however, some evidence that individuals do 
not discriminate as strongly on the basis of feed- 
back sign when the feedback relates to overall 
group performance. Finally, negative feedback 
tends to reduce positive feelings towards the 
group by individuals, and causes them to dero- 
gate the task as being irrelevant or invalid (Varca 
& Levy, 1984). As a consequence, individuals 
shift the attributions of failure from themselves 
to the group. 


Sign and superior behaviour. The previous 
section addressed the influence of sign on the 
way in which recipients perceive feedback mes- 
sages. But in addition to the distortions which 
can occur when feedback is received, distor- 
tions and delays can take place at the transmis- 
sion stage. This aspect of the feedback process is 
also important since the performance feedback 
being communicated should be accurate for 
both learning and motivational reasons (igen & 
Knowlton, 1980). As noted when discussing 
feedback sources, supervisors or superiors are 
seen as an important source of interpersonal 
feedback (Greller & Herold, 1975). This is par- 


ticularly so in the case of "accounting" informa- . . 


tion used to assess job performance. Hopwood 
(1972) argues that while accounting systems 
are important formal sources of information 
in organizations, the accounting data is given 
meaning and is interpreted by supervisors 
when they evaluate subordinate performance. 
It is this “interpreted” data that is transmitted to 
subordinates. [gen & Knowlton (1980) note 
that a complex interpersonal realtionship is 
created where information about a sensitive sub- 
ject must be communicated. Thus it is important 
to understand the factors which may affect both 
the process and the content of these interper- 
sonal communications. 

Of particular concern is the impact of the 
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feedback sign in this communication process. 
There is evidence in the psychology literature of 
a reluctance by people to communicate negative 
feedback (Fisher, 1979). This reluctance is said 
to be due to the unpleasantness the supervisor 
associates with delivering such messages, as well 
as longer-term problems related to the belief 
that subordinates will like them less (Fisher, 
1979). Superiors are thus expected to engage in 
a number of coping behaviours when faced with 
the problem of delivering negative feedback. 
Communication may be avoided altogether, or 
made less frequently, or feedback may be de- 
layed and/or distorted (Fisher, 1979; Larson, 
1984, 1986). 

In her study, Fisher (1979) was concerned 
with both distortion and delay where superiors 
are required to give negative feedback. An ex- 
periment was conducted in which each subject 
performed the role of a superior and was re- 
quired to make an evaluation of the work per- 
formance of a subordinate. The design consisted 
of a manipulated performance condition ( mod- 
erately high or moderately low) and a feedback 
condition (required to either provide or not 
provide feedback to the subordinate). Subjects 
were required to evaluate work over a simulated 
nine “week” period but were allowed to choose 
the point at which the performance evaluation 
was undertaken. Fisher found that superiors dis- 
torted the ratings of poor performers upwards 
where the information was to be fed back to 


. them. Furthermore, she argued that the effect 


may be even stronger in field settings, where 
there is a longer, more intimate relationship 
between the supervisor and the subordinate, 
than in a laboratory experiment. While positive 
feedback was not distorted in her experiment, 
she states that this possibility may exist in the 
field and should be investigated further. 

Her delay hypothesis, that supervisors may re- 
tard the transmission of negative feedback, how- 
ever, was not supported. Rather, supervisors 
gave feedback more quickly to poor performing. 
subjects. Further analysis suggested there was a 
desire by superiors to give feedback to these 
subjects more quickly to allow them to improve 
their performance. Larson (1984) discusses this 
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finding and argues that the perceived salience of 
the feedback to poor performers offsets the re- 
luctance to give negative (albeit distorted ) feed- 
back. Moreover, this effect is likely to be further 
reinforced where the superior’s own perform- 
ance evaluations are contingent upon subordi- 
nate peformance. Thus the salience of the feed- 
back may affect the timing, but the reasons for 
distorting negative feedback still remain. 

ligen & Knowlton (1980 ) further investigated 
Fisher’s (1979) finding relating to feedback dis- 
tortion. They wished to test the reason for the 
positive bias in the distortion of evaluations of 
poor performers. Two possible explanations 
were considered. First, superiors might misper- 
ceive the performance of poor performers by 
selectively focusing on positive aspects rather 
than negative ones. Alternatively, superiors 
might selectively distort feedback when they 
know that the evaluations are to be fed back to 
subordinates. To test these possibilities, subjects 
were required to evaluate the performance of 
either a low or high performing subordinate 
twice. In the first case the subject was told that 
the evaluation was not to be communicated to 
the subordinate, but in the second case that it 
would be communicated. 

Their study supported the hypothesis that, 
while being able to perceive the presence of low 
performance, superiors distorted their evalua- 
tions of poor performers when told the informa- 
tion was to be used for feedback purposes. In ad- 
dition, the experiment contained an attribution 
condition, namely that performance was at- 
tributable to either ability or effort. Each subject 
was given information about the level of the sub- 
ordinate's task ability and subordinate behaviour 
was manipulated to indicate the level of effort. 
Where supervisors attributed poor performance 
to the subordinate's task ability, there was a 
further inflation of the evaluation. The authors 
point out that these findings are disturbing, 
especially given the evidence that subordinates 
tend also to misperceive negative feedback by 
giving it a more positive interpretation. Taken 
together, the findings of this study indicate that 
there may be a gross exaggeration of perform- 
ance with respect to those who most need accu- 
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rate feedback to help them improve task per- 
formance. 


Response to feedback sign. As well as the 
problems of perception and acceptance of feed- 
back related to the sign of the message, Taylor et 
al. (1984) document a number of cognitive, be- 
havioural, and affective responses to feedback 
which are likely to be influenced by feedback 
sign. Their discussion of the likely relationships 
between sign and response indicates that the 
area is a very complex one. For instance, they 
argue that the impact of negative feedback on 
the behavioural standard held by an individual 
may cause him/her to raise or lower the stand- 
ard, keep it the same or even change the nature 
of the standard. In addition, they suggest a num- 
ber of possible interventions to avoid or 
minimize dysfunctional responses to feedback, 
particulary negative feedback (for example, the 
use of more descriptive rather than evaluative 
feedback communications). The implication of 
their analysis is that the sign of feedback is an 
important variable when predicting the impact 
and outcome of a feedback message. Moreover, 
the process underlying the behaviour of both 
superiors and subordinates is a not a simple one, 
as other variables are likely to interact with the 


sign. 


Feedback sign and accounting research. in 
accounting there has been little attention given 
to feedback sign, especially when related to per- 
formance evaluation by superiors. While MAS 
have been designed to ensure accounting infor- 
mation fairly represents performance (for 
example, responsibility accounting, notions of 
controllability, and flexible budgeting), this 
does not necessarily prevent misperceptions by 
recipients and distortions by superiors. 

A feature of accounting performance reports 
is that they are often designed to highlight poor 
performance (such as unfavourable variances) 
and thereby generate negative feedback. The 
“management by exception” strategy means that 
only unfavourable results (variances) are “red- 
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flagged" and energy is not spent on situations 
which are either in control or show favourable 
(positive) outcomes (see, for example, 
Hofstede, 1968; Ronen & Livingstone, 1975; 
Brownell, 1983). Given this focus on negative 
feedback, and the above findings in psychology, 
more attention needs to be directed at the 
effects of feedback sign in management account- 
ing reports. 

Firstly, the perceptions and reactions of indi- 
viduals to reports showing unfavourable results, 
especially when compared to budgeted targets, 
should be investigated. If, as expected given the 
findings in psychology, negative feedback is mis- 
perceived, mechanisms for enhancing the 
accurate perception and acceptance of negative 
feedback can be developed. Taylor et al. (1984) 
suggest strategies such as providing feedback 
more frequently, stating feedback in descriptive 
behavioural terms rather than evaluative emo- 
tional terms, and displaying a willingness to help 
subordinates improve performance. Research in 
accounting could examine the appropriateness 
and effectiveness of such interventions. For 
example, the extensive research on supervisory 
styles could be supplemented by the addition of 
various feedback interventions in order to assess 
the effect on dependent variables such as job 
related tension, task performance and superior— 
subordinate relationships. 

Secondly, where supervisors are charged with 
making evaluations of subordinates, based on - 
accounting information, and communicating the 
results to them, it might be expected that the 
results will be distorted when the feedback re- 
lates to poor performance and that the timing of 
the results may be affected. While work in ac- 
counting has investigated the performance 
evaluation styles of superiors (Hopwood, 1972; 
Otley, 1978, and for a review, Briers & Hirst, 
1989), further useful insights may be gained by 
explicitly examining the feedback linkage: be- 
tween superiors and subordinates. Examples 
would be studies of the relationship between 
performance evaluation style and (a) the wil- 
lingness to delay and/or distort negative feed- 
back, and (b) reactions to such feedback by sub- 
ordinates. 
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Frequency of feedback 

A finding that has general acceptability in the 
psychology literature is that the more frequently 
feedback is given to individuals, the better (Ilgen 
et al., 1979). Itis assumed that greater frequency 
translates into greater accuracy in perceptions, 
presumably because a better undertanding of 
progress and problems is possible. More 
frequent feedback has also been said to enhance 
satisfaction and interest in tasks (Cook, 1968), 
and to provide a feeling of competence and 
hence an increase in intrinsic motivation 
(Hackman & Oldham, 1976; Chhokar & Wallin, 
1984). As an accounting system design choice 
relates to the appropriate reporting period, such 
findings are of interest. 

However, as in the case with both source and 
sign, caution should also be exercised in making 
generalizations with respect to the reporting fre- 
quency of feedback. In some settings, at least, 
greater frequency has been found to have no be- 
neficial effect on performance ( Chhokar & Wal- 
lin, 1984), or even to be detrimental. The latter 


outcome has been observed in the case of multi- _ 


ple cue probabilistic learning (MCPL) tasks, 
where feedback about.the correct result pro- 


vided after each trial can result in inconsistent ' 


responses (see Hammond et a£, 1973). It has 
been argued that if individuals are provided with 
such information after each trial, inappropriate 
changes may be made to judgement strategies 
because they are unable to distinguish between 
the random (uncontrollable ) and the systematic 
(controllable) causes of errors (that is, devia- 
tions from the correct result ). As errors are attri- 
buted to systematic elements only, unjustified 
adjustments to strategies may be made. 

As well as influencing perceptions, frequency 
seems to be associated with the willingness ofin- 
dividuals to respond in line with the feedback 
Cligen et aL, 1979; Chhokar & Wallin, 1984). 
While research results have indicated that feed- 
back reinforces behaviour over time, and the 
more frequent this feedback the better the per- 
formance, Ilgen et al. (1979) argue that the 
result may be confounded by the feedback sign. 
Positive feedback, as discussed in the previous 
section, is likely to be given more frequently and 
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typically relates to better performance. In addi- 
tion, supervisors, given the choice, tend to avoid 
the transmission of negative feedback which is 
typically associated with poor performance, 
thereby reducing further the chances of subordi- 
nates to improve performance. 

The impact of the frequency of feedback is 
further complicated by the effect it may have on - 
an individual’s feelings of competence and per- 
sonal control. Both these factors are associated 
with intrinsic motivation. Increased frequency is 
argued to help develop feelings of task compe- 
tence by giving individuals the ability to evaluate 
their performance. But at the same time, more 
frequent feedback may decrease feelings of per- 
sonal control as the individual perceives a more 
visible use of the feedback mechanism as a mode 
of controlling behaviour. For a more detailed 
discussion see Ilgen et al. (1979) and Chhokar & 


Wallin (1984). 


Frequency of feedback and accounting re- 
search. ln the accounting. literature, Cook 
(1968) has studied the impact of reporting fre- 
quency on the attitudes (in terms of task satisfac- 
tion and interest) and performance of feedback 
recipients. Her experiment involved a business 
simulation game played over twelve quarterly 
periods. Three feedback frequency conditions 
(no feedback, annual reports and quarterly re- 
ports) were tested. Both attitudes and perform- 
ance were positively related to the frequency of 
feedback. 

Cook's (1968) study is one of the first direct 
empirical investigations of feedback in the ac- 
counting literature. It does, however, suffer from 
a number of methodological problems (Becker, 
1968). In particular, the nature of the experi- 
ment raises a question about the proposition im- 
plicit in the study that more frequent feedback is 
desirable. The conditions of the business game, 
which required participants to prepare and sub- 
mit plans on a quarterly basis, made a quarter the 
"logical" reporting period. Importantly, a shor- 
ter period was not tested. By way of comparison, 
Cbhokar & Wallin (1984) found that both 
weekly and fortnightly feedback resulted in simi- 
lar levels of performance. While there was no ob- 
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vious reporting period in this study, the authors 
note that they did not try to identify the “op- 
timum” or “minimum” feedback period. But 
given the periodic nature of accounting reports, 
issues related to feedback frequency should be 
systematically studied. Specifically, the notion of 
an “optimum” reporting period is likely to be re- 
lated to the type of task (for example, daily re- 
ports at the production level, but less frequently 
in the case of research and development), 
suggesting that feedback system design should 
address this contingent factor. 

A related issue to that of “optimum” feedback 
frequency is the consideration of reporting prior 
to task completion. Halisch & Heckhausen 
(1977) refer to this information as “preliminary 
feedback”. In their experiment, information 
search effort by subjects during the performance 
of the task and the impact of the feedback (nega- 
tive or positive) on performance effort were 
both measured. For those subjects who were 
classified as success motivated (regarding failure 
as due to insufficient effort), failure feedback re- 
sulted in increased performance. An interesting 
extension of this study would be to investigate 
the impact of accounting oriented feedback 
about progress towards goals, especially with 
tasks that involve long time periods, such as 
long-term construction projects. It should be 
noted that such a study would differ from that of 
Halisch & Heckhausen (1977) in that the feed- 
back in their study was from the task itself. Con- 
sideration would need to be made for source ef- 
fects and in particular, the interaction with feed- 
back sign. 

A final aspect of Cook’s (1968) study was the 
frustration expressed by subjects receiving an- 
nual reports or no feedback at all, and their 
lower reported levels of satisfaction and interest 
with the game. This may be interpreted as sub- 
jects having low feelings of competence with the 
task. The source of feedback, however, could be 
considered to be the organization in that a super- 
visor was not involved in the reporting process. 
In addition the feedback was not evaluative or 
judgemental. But following the arguments relat- 
ing to intrinsic motivation and frequency discus- 
sed above, the moderating effect of evaluative 
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feedback provided by supervisors on the intrin- 
sic motivation of those receiving more frequent 
feedback could be an area for further investga- 
tion. 

In summary, the frequency of feedback ap- 
pears to be a factor affecting behaviour differen- 
tially. As accounting systems tend to produce in- 
formation on a regular basis, it seems approp- 
riate to try to identify the “optimum” reporting 
period for various task settings. 


Type of feedback 

An expected response to feedback ( particu- 
larly negative feedback) is a change in the direc- 
tion of behaviour, accomplished by revising 
existing strategies or developing new strategies 
(Taylor et a£, 1984). These authors note that 
both descriptive and directive feedback should 
be helpful for such changes. As feedback often 
relates to task outcomes, indicating the success 
or failure on a task (either in general or specific 
terms), when the recipient compares it against 
some standard or expectation, then it may trig- 
ger a search for alternative strategies. “However, 
strategy development is more likely to take 
place when feedback is specific enough to 
suggest distinct ways of behaving” (Taylor et al., 
1984, p. 85). This implies that some understand- 
ing of the nature of the task and/or the nature of 
the recipient's past behaviour is needed in addi- 
tion to information about task outcomes. 


Multiple cue probabilistic learning research 
and feedback type. Multiple cue probabilistic 
learning (MCPL) research has investigated the 
ability of different types of feedback to help indi- 
viduals improve task performance by enabling 
them to develop appropriate judgement strate- 
gies. Three types of feedback are involved: out- 
come feedback (information about the correct 
response after each trial); task properties feed- 
back (information about the formal properties of 
the task itself); and cognitive or lens-model feed- 
back (information about the judgement strategy 
being used by the subject which can be com- 
pared to the task properties feedback ). As task 
properties feedback can be given prior to task 
performance, it is sometimes referred to as 
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“feedforward” (Steinmann, 1976). MCPL re- 
search has been conducted within the lens- 
model paradigm (for a summary see Libby, 
1981), where it is possible to separate the fac- 
tors affecting performance. Performance can be 
shown to be dependent on the level of task pre- 
dictability, the amount of knowledge the subject 
can acquire about the task, and the ability of the 
subject to use this knowledge consistently, re- 
ferred to as cognitive control (Hammond & 
Summers, 1972). 

The following findings with respect to feed- 
back in MCPL tasks have been reported. Both 
task properties feedback and lens-model feed- 
back have been shown to be helpful in task learn- 
ing (Hammond, 1987; Hammond et al., 1977), 
while Steinmann (1976) notes that lens-model 
feedback may be more useful than task proper- 
ties feedback only when tasks are complex. 

On the other hand, outcome feedback has 
generally been shown to be less effective than 
either task properties or cognitive feedback 
(Steinmann, 1976). In some cases outcome feed- 
back, when combined with task properties feed- 
back, can impede learning (Hammond et al., 
1973). The reason underlying this result is due 
to a loss of cognitive control, which was attri- 
buted to the misleading effects of the random 
error inherent in outcome feedback. Finally, 
some complex tasks may not be learnt at all 
when outcome feedback only is provided ( Ham- 
mond, 1971). 

But in much of the MCPL research, tasks are 
abstract (Libby, 1981; Sniezek, 1986), with sub- 
jects having no real-world referents to help them 
make appropriate adjustments in response to 
discrepancies identified when receiving out- 
come feedback, and/or formulating alternative 
task strategies. Accordingly, Adelman (1981) ar- 
gues that under certain conditions (for example, 
high task predictability and a meaningful task), 
outcome feedback can promote learning. His 
study found that this was the case where sub- 
jects had a reasonable level of knowledge about 
the nature of the task. Similar conclusions have 
been reached by Muchinsky & Dudycha (1975). 
Finally, while not an MCPL study, the interaction 
of outcome feedback and knowledge about the 
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‘task is further illustrated in Seligman & Darley 


(1977). In their experiment, subjects were told 
that air conditioner use was a primary cause of 
electricity consumption. The group receiving 
daily outcome feedback about consumption was 
able to reduce its usage substantially more than 
the no feedback group. These results indicate 
that outcome feedback was effective in cueing 
the subjects to the need for strategy change. 


Feedback type and accounting research. A 
number of studies in accounting settings have 
examined the impact of different feedback types 
on task learning, Kessler & Ashton (1981) and 
Regel (1987) have replicated the results of 
psychology studies, showing that task properties 
and lens model feedback promote task learning 
in tasks involving accounting information. 
Ashton (1981), however, did not find this to be 
so in the case of task properties feedback, but a 
possible ceiling effect due to high achievement 
levels may have been responsible for the results 
in this study. 

The effectiveness of outcome feedback has 
also been examined in the accounting area. Har- 
rell (1977) and Hirst & Luckett (1987) have 
studied performance evaluation judgements 
where subjects were familiar with a task that was 
both meaningful and highly predictable. Con- 
trary to previous results, Harrell (1977) found 
that where outcome feedback supplemented 
task properties feedback, performance was grea- 
ter than for task properties feedback only. Hirst 
& Luckett (1987) studied the effectiveness of 
different types of feedback in an audit staff per- 
formance evaluation setting. Using experienced 
auditors as subjects, they found that outcome 
feedback (a) resulted in higher performance 
than no feedback; (b) promoted learning over 
time by enabling subjects to acquire a greater 
understanding of the task; and (c) gave a result 
similar to (b) when combined with task proper- 
ties feedback. While these studies suggest out- 
come feedback can assist learning, further re- 
search should investigate whether factors such 
as task predictability; subject experience; and 
the source of feedback have a moderating effect. 

Further, at a more practical level, the relative. 
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utility of various types of feedback as training in- 
terventions could be investigated (Libby, 1981; 
Regel, 1987). For example, Luckett & Hirst 
(1989) investigated the impact of feedback on 
the degree of inter-rater agreement and consis- 
tency with an official policy with respect to 
weights given to various aspects of performance 
used in making an overall judgement. All three 
feedback: treatments (outcome, task properties 
and a combination of the two) improved both 
inter-rater agreement and consistency with the 
official policy. Although these findings indicate 
that feedback may be useful in training, further 
work is required to establish the situations in 
which particular types of feedback are most be- 
neficial. 

This research indicates that feedback about 
success or failure can assist task learning 
(strategy revisions) where the recipient has a 
basis for interpreting the feedback. Morcover, 
with information about the task and/or about the 
strategies being used, outcome feedback can in- 
crease the scope for further improvement. A 
study by Hoskin (1983) indicates the impor- 
tance of both outcome feedback and informa- 
tion relating to the task itself. In his experiment, 
subjects had to order products with uncertain 
demand. Those receiving both a traditional in- 
come statement (outcome feedback) and ex 
post opportunity cost information (related to 
the properties of the task) outperformed those 
receiving just outcome feedback. However, this 
study had neither a “task properties only” group 
nor ano feedback (control) group. As the author 
observes, such combinations need further inves- 
tigation. Also Cook’s (1968) study is suggestive, 
for subjects receiving quarterly reports (out- 
come feedback) were able to improve perform- 
ance. But while the frequency of the report may 
have been important, presumably these subjects 
had:a good understanding of the nature of the 
task as well (task properties information ). 

Some of the studies cited above (for example, 
Kessler & Ashton, 1981; Regcl, 1987) did not 
examine outcome feedback on the grounds that 
it has not been shown to be useful in the psychol- 
ogy literature. Nevertheless, as management 
control systems rely heavily on outcome feed- 
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back (Demski, 1980; Otley & Berry, 1980; Libby, 
1981), there is a need to study carefully the im- 
pact of this type of information on task perform- 
ance in order to identify the relative importance 
of the formal, substantive and contextual prop- 
erties of tasks. 


Motivational aspects. From the above discus- 
sion there is some support for the argument that 
outcome feedback may help individuals to learn 
to perform tasks more effectively. In addition, 
there are motivational reasons for communicat- 
ing outcome feedback. Performing a task with no 
knowledge about the level of performance 
achieved gives no indication about the amount 
of effort required, and is likely to be frustrating 
and dissatisfying. In fact, in the goal setting liter- 
ature, it has been argued that goals without feed- 
back have little or no effect on performance as 
knowledge of performance with respect to a 
standard influences the subsequent amount of 
effort exerted, and hence, performance (Erez, 
1977; Becker, 1978). Becker (1978) concluded, 
from his study related to electricity conserva- 
tion, that improved performance was the result 
of the joint effect of both feedback and goal set- 
ting. Even though all subjects received a form of 
task properties feedback (the electricity con- 
sumption of various appliances), only the group 
receiving both a difficult goal and outcome feed- 
back could outperform a control group. These 
results suggest that outcome feedback may be 
important even where it may not directly assist 
task learning. 

There has been one accounting study ( Hirst & 
Lowy, 1990) which has investigated the interac- 
tion of goal difficulty and feedback in a budget- 
ary setting. The authors argued that the finding 
by Kenis (1979), tbat there was no relation be- 
tween feedback and budgetary performance, 
was due to a failure to test for interactive effects. 
Using questionnaire responses from senior man- 
agers of a property development and manage- 
ment corporation, they found that the combina- 
tion of feedback and difficult goals were posi- 
tively related to budgetary performance. While 
these results support conclusions reported in 
the psychology literature, the measure of feed- 
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back used was rather general. Specifically, the 
feedback measure was the composite of re- 
sponses about the frequency with which feed- 
back was given and whether the feedback came 
from a superior. As noted by the authors, a more 
refined analysis in this area could examine the 
moderating effects of factors such as the source, 
sign and type of feedback that is given in con- 
junction with different levels of goal difficulty. 


INDIVIDUAL DIFFERENCES 


Finally, predictions about the manner in 
which individuals perceive, accept and respond 
to feedback is further complicated by the 
characteristics of the recipients themselves. A 
number of these have been examined in the 
psychology literature, and are identified in Fig. 3, 
Box 4. As in psychological research, recognition 
of the moderating influence of individual differ- 
ences on outcomes is vital in accounting re- 
search. For example, the importance of this con- 
tention for accounting control system design has 
been argued in the context of participation in 
budgeting processes by Brownell (1982). In the 
case of accounting feedback, the argument is 
illustrated here in terms of tbe locus of control 
and self-esteem variables. 


Locus of control 

The locus of control refers to an individual’s 
attributions about the cause of outcomes of task 
related events. Feather (1968) has reported that 
“internals”, namely, those who are more likely to 
believe that task related events are a result of 
their own actions, are more open to feedback 
than "externals", and will adjust their expecta- 
tions more appropriately. However, Baron and 
his colleagues’ findings (Baron & Ganz, 1972; 
Baron et al., 1974) suggest that the source of 
feedback may differentially influence “internals” 
and “externals”. The former are expected to be 
relatively more attuned to self-generated feed- 
back and the latter relatively more attuned to 
feedback from powerful external others (such 
as superiors or the accountant ). Research in this 
area needs clarification and could be extended 
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to include the impact of the locus of control 
orientation of both the source (superior or ac- 
countant) and recipient (subordinate or man- 
ager) on their interpersonal relationships, and, 
in turn, its impact on the recipient’s perception, 
acceptance and responsiveness to MAS gener- 
ated performance feedback. 

Furthermore, it is expected that an indi- 
vidual’s locus of control will interact with task 
and environmental uncertainties to affect re- 
sponses. It is hypothesized that “internals” and 
“externals” would probably respond similarly to 
feedback concerning deviations between, say, 
actual costs and budgeted costs under low en- 
vironmental uncertainty; but that “internals” 
would be more likely to initiate remedial action 
that “externals” under conditions of high en- 
vironmental uncertainty. 


Self-esteem 

A second individual characteristic which may 
have a significant interaction with accounting 
feedback is the level of self-esteem. Where 
debate arises about the accuracy or fairness of 
the feedback received, it is expected that indi- 
viduals involved will attempt to maintain their 
level of self-esteem. This might result in biased 
search and acceptance of feedback that is confir- 
matory (Swann & Read, 1981). 

Some research in accounting has examined 
the relationship between feedback and self- 
esteem. Sorenson & Franks (1972) found that 
high self-esteem individuals tend to raise their 
performance expectations after receiving posi- 
tive feedback, whilst resisting a lowering of their 
performance expectations after receiving nega- 
tive feedback. In contrast, low self-esteem indi- 
viduals lower their performance expectations 
much more readily after receiving negative feed- 
back. It should be noted that this study used stu- 
dent subjects and considered examination per- 
formance. Replications of this type of research 
should be undertaken in organizational settings 
involving accounting feedback. 

From the preceding discussion it is apparent 
that the predicited responses of individuals to 
feedback are further complicated by individual 
factors, such as the locus of control and the level 
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of self-esteem, especially where there are in- 
teractions with contingency factors. From an 
accounting research point of view, the impor- 
tance of understanding these influences where 
accounting feedback is used should be addres- 
sed. Also, an awareness of such issues in any feed- 
back study is important if these factors are to be 


properly controlled for in experimental design. 


SUMMARY AND FUTURE RESEARCH 
OPPORTUNITIES 


This paper has argued that while feedback has 
been recognized as an important component in 
the design and implementation of MAS, insuffi- 
cient recognition has been given to the be- 
havioural consequences that may arise when 
feedback is provided to organizational members. 
Moreover, a partial review of the psychology 
literature reveals that the phenomenon is a com- 
plex one. As a result, predictions of the effects of 
feedback on either the behaviour of superiors 
and/or the responses of subordinates (either 
singly or in groups ) is seldom straightforward. In 
this paper, the complexity was illustrated in 
terms of the feedback source (specifically 
psychological closeness, credibility and power ), 
the nature of the message (specifically, sign, 
frequency and type) and individual differences 
(specifically locus of control and self-esteem). 
These dimensions of feedback were argued to be 
relevant to management accounting when de- 
signing and implementing systems that provide 
feedback about task performance to organiza- 
tional participants. 

While, as indicated throughout the discussion, 
there has been a number of management 
accounting studies which have addressed some 
of the above variables, abundant research oppor- 
tunities still exist. If management accounting 
systems are to provide useful, relevant, and 
timely feedback to organizational participants, it 
is extremely important that the behavioural con- 
sequences are well understood. Such under- 
standing underlies the successful design and im- 
plementation of MAS, and the development of 
appropriate training programs and decision aids. 
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Many suggestions as to possible research direc- 
tions have been noted during the course of the 
review. To help direct future research, a number 
of avenues, which are related to topics of current 
interest in management accounting, are now 
outlined. 

The first of these involves research into the 
way in which feedback can assist task learning 
and improve performance. In particular, further 
study into the. effectiveness of outcome feed- 
back is needed as it is this type of feedback which 
is usually associated with MAS. While there has 
been some work with respect to judgement or 
prediction tasks (for example cost predictions, 
individual performance evaluations), the influ- 
ence of variables such as task experience, task 
unpredictability and feedback source have yet to 
be investigated. An important aim of such 
studies would be to assess situations where pro- 
vision of outcome feedback would be useful as a 
decision aid or for training purposes. 

But while feedback may help individuals make 
better judgements or predictions, it is also rele- 
vant to the variety of other decisions and actions 
that people are required to make in organiza- 
tions. Much MAS information is designed to pro- 
vide indicators of past performance, for 
example, budget reports and variance analyses. 
Such information is assumed to be used by reci- 
pients when deciding on the appropriate action 
to take in the future. Testing the extent to which 
fcedback assists such decision making offers a 
rich research vein. A real challenge here is devis- 
ing laboratory tasks that reflect managerial deci- 
sion settings, yct enable a systematic examina- 
tion of the variables discussed througbout this 
review. 

As well as aiding task learning, feedback about . 
performance can have motivational impacts.. In 
particular, the provision of outcome feedback in 
a goal-setting environment appears to be critical 
to goal related performance. As discussed above, 
there are a number of issues still to be explored 
in this context. Furthermore, the learning and 
motivational consequences of feedback appear 
to be closely related. For example, Hirst (1987) 
argues that setting goals gives rise to a number of 
cognitive activities such as interpreting goals 
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and developing appropriate strategies. Sub- 
sequent feedback about goal achievement may 
generate further cognitive activity (learning), as 
well as providing a motivational stimulus to 
achieve goals. An interesting line of research 
could investigate the relationship between the 
learning and motivational effects of feedback. 
Hirst also posits that the level of task uncertainty 
will moderate the effectiveness of goal setting. 
This suggests that a consideration of possible 
feedback interventions (for example, task prop- 
erties feedback) may provide a means for en- 
hancing the effects of goal setting. 

Another area that has been subjected to exten- 
sive research in management accounting is that 
of supervisory style in performance evaluation. 
While variables such as participation, task uncer- 
tainty and task interdependencies have been 
studied, such is not the case with issues relating 
to the nature ofthe feedback message ( the actual 
substance of the evaluations that are made by 
supervisors). From the above review, research 
considering the interaction between variables, 
such as feedback sign, frequency and type of 
feedback, with supervisory style would be 
worthwhile additions to this body of research. 
Also, the degree to which different supervisory 
styles affect subordinates' perceptions about the 
credibility, and their subsequent acceptance, of 
feedback should be considered. An awareness of 
the potential consequences of providing feed- 
back should assist those charged with supervis- 
ory duties. 

Recall also that it has been found that the re- 
quirement to provide feedback to subordinates 
can affect the way in which superiors behave. Of 
particular interest is the reaction of superiors 
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when faced with the responsibility of com- 
municating negative feedback to subordinates 
about their performance. Future research could 
consider the degree to which the findings in 
psychology studies replicate in budgetary set- 
tings, whether the type of supervisory style af- 
fects the manner in which superiors distort and 
delay feedback, and the type of interventions 
that might mitigate such behaviour. 

Finally, when undertaking research related to 
feedback in management accounting, care 
should be taken not to simply replicate findings 
reported in the psychology literature (see 
Becker, 1968). Rather research should investi- 
gate issues related to the type of information and 
interventions which can lead to improved per- 
formance, along with the development of 
theories to explain the results. For example, as 
was discussed above, individuals have been 
found to behave differently when faced with 
negative, as opposed to positive, feedback. Re- 
search in accounting could investigate questions 
such as the behavioural impact of different 
modes of reporting and communicating nega- 
tive performance results, and whether situa- 
tional variables moderate or aggravate the ad- 
verse effects. In this way behavioural research 
related to accounting feedback will develop 
from the findings and insights provided by 
psychologists, instead of duplicating results that 
are already well documented. But as noted 
above, successful research in this area will de- 
pend on devising experiments and other re- 
search approaches which capture the organiza- 
tional context in which management accounting 
feedback is used. 
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